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EVALUATION OF PROPERTY INSURANCE COM- 
PANIES' EXPENSE RATIOS 


Bos A. HEDcEs 


University of Illinois 


When the rooster showed his hens an 
ostrich egg and told them, “I don’t like to 
complain, but I thought you ought to 
know what some of the neighbors are do- 
ing,” he had the right idea but the wrong 
technique. The performance of others can 
indeed be a useful guide to use in judg- 
ing our own, but only when there is real 
comparability between the two. 

With regard to cost control in any busi- 
ness unit the most immediately useful in- 
formation comes from internal sources. 
An examination of one’s own operating 
methods for actual examples of ineffici- 
encies, wastes, and overlaps is the key 
step in cost reduction. Nevertheless, an 
outside standard is useful, particularly to 
show whether the examination for inefli- 
ciencies has itself been efficient. And a 
comparison of results may provide a warn- 
ing that competitors have gained favor- 
able operating positions which could pro- 
duce real difficulties in a tight contest for 
markets or for funds. 

The problem of putting different com- 
panies’ costs on comparable bases must 
first be solved: It is generally useless to 
compare ostrich eggs with the products of 
domestic poultry. 

Although the question of comparability 
among the operating figures of property 
insurance companies has been reviewed 
in various places, the authors of most of 
these comparisons have not disclosed the 
specific bases for making them. Indeed, 
they usually state that their conclusions 
are based on “informed opinion” or “ex- 


perienced estimates.” It is true that this 
is a field in which the quality of judg- 
ment must necessarily be a major com- 
ponent of any approach. Still, objective 
guides are helpful if one is to become an 
informed judge. Some such guides are 
the subject of the present paper. The 
guides reported are part of the result of a 
series of statistical studies done at various 
times during the past seven years. The 
studies are expected to continue for many 
years to come. 

Even the most “scientific” studies start 
with matters of judgment: for example, 
judgment of what to study and how to 
study it. In the present instance it was 
arbitrarily decided that certain causes of 
differences in expense ratios would be ex- 
cluded at the outset. These excluded 
causes were: 


(1) differences between different lines 
of insurance; 

(2) major differences in marketing 
methods (particularly, sole representation 
versus American agency system); 

(3) differences between reinsurance 
specialists and primarily direct writing 
companies; 

(4) differences between companies gen- 
erally writing at “manual rates” and those 
writing at “deviated rates.” (This differ- 
ence is especially important, of course, 
whenever comparisons are made on the 
basis of ratios between expenses and 
premiums, with the actual amount of rate 
deviation not being known. In practice, 


(1) 
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this and the preceding difference tend to 
apply simultaneously, of course. ) 


Some of the differences associated with 
these factors may well be subjects for 
subsequent investigations, but for the 
present no attempt will be made to com- 
pare these non-comparables. They repre- 
sent differences between ostriches and 
barnyard chickens. 

The methods of studying the remaining 
causes of differences in expense ratios 
were conditioned by availability of time, 
money, and data. Part of the methodol- 
ogy used was described in the March 
1956 volume of this Journal.1 Changes 
since then have consisted of (1) addition 
of figures for years through 1955, (2) 
dropping of nine companies from the ori- 
ginal 67-company sample because of lack 
of recent data on them, (3) some increase 
in the variety of the analysis (made possi- 
ble by the availability of an automatic 
computer ). 


Expenses as Ratios—of What? 


The first problem to consider in any 
approach to expense ratios is whether they 
should be measured against earned or 
written premiums. This question was ap- 
proached in two ways: by that old and 
popular road, “informed judgment;” and 
by simple statistical analysis. Fortunately, 
each approach confirmed the other. The 
results were: 


(1) Commissions and brokerage ex- 
penses proved to be almost exclusively a 
function of written, not earned premiums, 
with respect to fire lines. 

(2) The expense classification, “taxes, 
licenses and fees,” generally was related 
more closely to written than to earned 
premiums. 

(3) The first study, based on experience 
in the period, 1944-1952, indicated that 
the total of all other underwriting ex- 


1 Journal of the American Association of Uni- 
versity Teachers of Insurance (March, 1956), pp. 
142-146. 


penses? was related more closely to earned 
than to written premiums. 


(a) Acquisition expenses other than 
commissions and brokerage could not 
be separated from “general expenses” in 
the study covering 1944-1952 because, 
in order to get sufficient time spread, the 
series had to include figures from both 
before and after the adoption of “uni- 
form accounting.” A later re-study, 
covering 1949-1955, established that 
these “other acquisition” expenses re- 
lated more closely to earned premiums 
than to written. 

(b) When the “general” expense 
classification was re-studied separately 
from “other acquisition” expenses, it was 
found also to relate fairly closely to 
earned premiums, with little relation to 
written premiums. 


It is concluded that, for comparison 
purposes, the items of commissions and 
brokerage and of taxes, licenses, and fees 
should be taken as ratios of written pre- 
miums. “Other acquisition” expenses and 
“general” expenses are better measured as 
ratios of earned premiums. This is the 
practice followed by the New York Insur- 
ance Department in its annual statistical 
releases. Throughout this paper these are 
the relationships used. Ratios for “total 
underwriting expenses” consist of the sums 
of these individual ratios and do not in- 
clude claims expense or Federal income 
taxes. 


Study of 58 Companies 


. This article is based on the application 
of the ratios described to the 1955 ex- 
perience of 58 companies. As was noted 
in the 1956 article referred to above, the 
particular companies used represented 
what was left from the entire list of firms 
reported upon in New York's annual re- 
ports after dropping companies for (1) 
lack of availability of the necessary data, 


2 Excluding claims adjustment expense. 
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(2) presence of negative ratios, and (3) 
presence of more than one company from 
a single fleet. 

An idea of the range of size of the re- 
maining 58 companies, as measured by 
their fire insurance premium writings in 
1955, is given in Table 1. 


TABLE 1 


Frre Insurance VOLUME OF THE 
58 ComPaNIEs STUDIED 

















Written Fire Premiums 
(in thousands) 
Largest Smallest 
Company | Company 
in Size in Size 
Group Group 
19 largest companies $66 ,930 $ 7,960 
20 median companies 6,604 ¢ 
19 smallest companies 2,449 292 





Five of the 58 companies wrote more than 
$25 million in fire premiums; five wrote 
less than one million. The median writing 
was approximately $4,850,000; and the av- 
erage was just under $8,800,000. Although 
a skewed distribution, it is less so than 
the total of the agency stock companies 
reporting to New York. Their median size 
in 1955 was just over $2,500,000 of written 
fire premiums, while the average volume 
was around $8,000,000. The sample of 58 
contains a much smaller proportion of 
companies writing less than one million of 
fire premiums, which companies made up 
about one-third of the full New York list 
in 1955. 

Various measures of fire expense ratios 
for 1955 are listed in Table 2 as a start on 
their analysis. 


TaBLEe 2 
Various Typicat or Sicniricant Expense Ratios, Stock Free InsurANce ComPANIES 


























Commissions | Taxes to | Other Acq. General 
to Written Written to Earned | to Earned 
Premiums Premiums | Premiums | Premiums 
Aggregate experience, agency stock 
companies reporting to New York 25.7% 3.4% 6.9% 8.9% 
Average* experience, 58 selected companies 27.5 3.6 6.3 9.3 
, 58 companies 7.4-38.8 1.5-6.5 1.3-10.4 | 5.0-14.5 
Median, 58 companies 27 .2-27.5 3.5-3.6 6.2-6.5 9.4-9.5 
* Note that this line consists of simple arithmetic averages of the individual companies’ percen figures, whereas the 


preceding line shows weighted averages, in which the larger companies have more effect than the s 


One is immediately aware of the follow- 
ing characteristics of Table 2: 


(1) In the first row, in which large com- 
panies’ results have more weight, the com- 
mission, tax, and “general” ratios are lower, 
while the ratio for “cther acquisition” 
costs is higher. The question is, are these 
general effects of size? 

(2) The distributions of the expense 
ratio figures among the 58 companies are 
only slightly skewed, despite variations in 
company size. The average for each ratio 
is close to or within the median range. 
This suggests an overall “normal” distri- 
bution about these central figures. 

The next step is to consider in more de- 
tail the ratios of the 58 companies, break- 


ones. 


ing the data down in terms of the 19 
“small,” 20 “medium-size,” and 19 “large” 
companies. 


Ratios for Commissions and 
Brokerage Expense 

First, consider the commission broker- 
age ratios (Table 3). 

Table 3 may be compared with Table 4, 
which was based on the three years, 1949- 
1951. Here each entry for each year is 
counted for each of 67 companies (in- 
cluding all of the same 58 in the previous 


table). 
Tables 3 and 4 indicate the following 


conclusions: 
(1) The larger companies definitely 
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TaBLe 3 
Company Sizz aNnp ComMISSION AND BrokeraGe Expense Ratios, 1955 











Number of Companies 
Ratio of Commissions to Premiums Written 
Large Medium Small All 
3a Eee 
9 4 
24 r% through 27.2% 10 1 3 14 
7.4% through 24.6% 4 8 3 15 























ratios 31.0% 34.2% 38.8% 38.8% 
of Cos. are at or above* 27.9 29.8 4 29.9 
edian ratios 26.0 27 .5-27.9 29.9 27 .2-27.5 
of Cos. are at or below* 24.7 23.8 26.6 24.6 
west ratios 20.3 7.4t 18.9 7.4 





* Five companies from one group are considered ‘‘}<" of the group. 


t Second lowest: 21.6%. 


TaBLe 4 


Company Size AND COMMISSIONS AND BROKERAGE Expense Ratios, 1949-1952 


























Number of Instances 
Commissions to Written Premiums 
Large Cos. |Medium Cos.| Small Cos. | All Cos. 
= oo and above 3 15 32 50 
25.6% through 28.9% 18 17 15 50 
22.9% through 25.5% 33 11 6 50 
0.3% through 22.8% 15 23 13 51 
Total 69 66 66 201 
Commissions to Premiums Written 
Large Cos. |Medium Cos.| Small Cos. | All Cos. 
Highest ratios 48.9% 34.6% |" 52.1% 52.1% 
of Cos. at or above 26.3 28.7 35.1 29.0 
edian ratios 24.5 25.2-25.5) 28.7-28.9 25.5 
4 of Cos, at or below 23.0 22.5 24.9 22.8 
west ratios 17.6 12.3 0.3* 0.3 

















* Second lowest: 12.2%. 


tended to have lower, but not the lowest, 
commissions and brokerage expense ratios. 

(2) Inter-company variations in com- 
missions and brokerage expense ratios 
showed considerably less dispersion 
among “large” companies than among 
“medium-size” and “small” ones. 

(3) The general dispersion among 
“large” and “medium-size” companies 
tended to be about equal in both direc- 
tions from the median, while the “small” 
companies showed a greater dispersion 
upward than downward from their me- 
dians. (Compare the quartile and median 


rating within each group. ) 

(4) The ratios of the “large” companies 
showed a generally smaller deviation from 
the median than the ratios of the 
“medium-size” companies, while the de- 
viations among the “small” companies 
were generally much greater than for 
either of the groups of larger companies. 
(Again, note the differences between 
quartiles and medians. ) 

(5) The experience of the “large” com- 
panies tended to cluster directly around 
their central figure. “Medium-size” com- 
panies’ experience was spread much more 











Evaluation of Property Insurance Companies’ Expense Ratios 5 


evenly throughout the entire range, with 
a noticeable tendency to cluster at both 
very low and moderately high figures. 
“Small” companies’ experience tended to 
cluster at the high end of the scale. 

(6) As between the period 1949-1951 
and the year 1955, commissicns and brok- 
erage ratios generally rose in fire insur- 
ance, but the rise was a little smaller for 
companies which already had high ratios 
than for those which had average or low 
ones. 


Elimination of nine companies between 
the 1949-1951 and the 1955 surveys had 
an effect. Without these nine companies, 
the 1949-1951 experience would show the 
following ratios: highest, 48.9 per cent; 
lowest ratio among highest one-fourth, 
29.2 per cent; median, 25.8 per cent; high- 
est ratio among lowest one-fourth, 23.0 
per cent; lowest, 12.3 per cent. Compari- 
son of the 1951 figures with these revised 
amounts leaves the just-stated general 
conclusion unaltered. However, remov- 
ing these companies had considerable 
effect on the 1949-1951 figures for the 
“small” companies’ group alone: Five com- 
panies were removed, and the quartile and 
median figures for the remaining 17 be- 
came 26.5, 31.2, and 35.8 per cent. The 
1955 figures of 26.6, 29.9, and 34.4 per 
cent indicate a drop in costs for “small” 
companies between the two periods. 
Omission of the nine companies produced 
no significant difference in the 1949-1951 
results for the “medium-size” and “large” 
companies. 

These two apparent tendencies — for 
commissions and brokerage ratios to de- 
crease with company size, in terms of vol- 
ume of fire premiums written, and to 
increase through rece it time—were sub- 
jected to som ~ie statistical tests 
involving corre.a. on and regression 
equations. These tests were limited to 
checks of linear correlation only. The cor- 
relation between the 1955 commissions 
and brokerage expense ratio and the vol- 


ume of fire premium for each of the 58 
companies was not significant, but what 
there was of it was an inverse relationship. 
The increase in commissions and broker- 
age ratios for all companies through time 
was a fairly recent development, not 
showing up until 1954. From 1944 through 
1953 the trend was first down, then stable. 


Reinsurance Transactions and 
Commission Ratios 

In addition to some relationship be- 
tween size of company and rate of com- 
mission expenses, there was also some 
relationship between commission ratios 
and the nature and volume of a company’s 
reinsurance transactions. 

The commission rates on the reinsur- 
ance transactions of direct writers in prop- 
erty insurance in 1955 ran about two per- 
centage points higher than on their direct 
business. Therefore, if 50 per cent of a 
company’s net business written were in 
reinsurance, its net commission rate would 
be expected to be about one percentage 
point higher than if all of its business were 
direct. If all written business were direct, 
with cessions equal to 50 per cent of it, 
then the net commission rate would be 
expected to be about one percentage 
point lower than if none was reinsured. 
(All the foregoing ignores contingent com- 
missions. ) 

Reinsurance transactions involving re- 
insurance specialists would make more 
difference. These insurers paid commis- 
sion rates about 15 percentage points 
above the usual commissions for direct 
business. 

The effects of reinsurance transactions 
on commission ratios would vary also ac- 
cording to the exact nature of the reinsur- 
ance arrangements. Under the regula- 
tions as to “uniform accounting,” allow- 
ances in reinsurance are to be credited 
and charged according to actual expense 
categories in some situations; to be cred- 
ited or charged to commissions and brok- 
erage in others. Full application of the 
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first of these two methods minimizes the 
effects of reinsurance transactions on ex- 
pense ratios. The second method lowers 
commission ratios for the reinsured com- 
pany and raises its ratios for other ex- 
penses. For the reinsurer, the effect is the 
reverse. 

There was, of course, some tendency for 
large size and relatively large net volume 
of reinsurance written to have appeared to- 
gether. However, this relationship showed 
up principally only among the very largest 
companies. In both the 1949-1951 and the 
1955 surveys, the group of “small” com- 
panies and the group of “medium-size” 
companies had somewhat similar charac- 
teristics in the matter of relative amounts 
of reinsurance written—with the “small” 
group’s net reinsurance percentages tend- 
ing to rua just a little higher than the 
“medium-size” companies’. 

Relative volume of net reinsurance 
seems to have had little effect on the net 
commission ratios of the “large” com- 
panies, but to have had a very definite 
effect on the ratios of the “small” and 
“medium-size” companies. And, in these 
last two groups, a high percentage of re- 
insurance cessions had considerably more 
effect than a high percentage of reinsur- 
ance writings. The 1949-1951 survey indi- 
cated that this last effect was associated 
with the differences between intra-fleet 
and independent operations. 

So far, the studies have developed no 
useful way to reduce the effects of relative 
volume of reinsurance on the commissions 
and brokerage ratio to a consistent quanti- 
tative statement, but several lines of ap- 
proach are yet to be explored. 


Ratios for Taxes, Licenses and Fees 


Variations in the ratios for taxes, li- 
censes, and fees as percentages of net writ- 
ings were principally due to the relative 
net volume of reinsurance because, in fire 
insurance especially, the most important 
tex has long been the tax on direct pre- 


miums. A logical base for comparing tax 
ratios is direct premiums written. How- 
ever, the standard deviation of the 58 
companies’ 1955 figures for ratio of taxes 
to direct writings was only slightly smaller 
than the standard deviation of the figures 
of taxes to net writings, indicating one is 
about as consistently good a measure as 
the other. The principal difference was 
that the average ratio for taxes to direct 
was just under 3.2 per cent, whereas for 
taxes to net written it was at 3.6 per cent. 


The data for 1949-1951 turned out to be 
susceptible to a statement of general rela- 
tionship: Ratio of taxes to net written was 
equal to .034 minus .022 times the ratio of 
net written to net reinsurance written. 
“Net reinsurance written” means reinsur- 
ance writings less cessions; “net written,” 
of course, equals direct written plus net 
reinsurance. This equation produces a re- 
lationship in which the tax ratio change 
gets progressively smaller as the relative 
volume of reinsurance gets larger and 
larger. But this relationship was not true 
for 1955. In 1955, these companies’ tax 
ratios tended to change more as reinsur- 
ance ratios (net reinsurance to net writ- 
ings—the reciprocal of the figure in the 
equation) got higher and higher. There- 
fore, the actual nature of the relationship 
has not been established, but it is clear 
that it is inverse: Relatively more reinsur- 
ance goes with lower ratios of taxes to net 
writings. 


“Other Acquisition” and “General” 
Expense Ratios 


.In the earlier survey, in which the 
“other acquisition” and “general” expense 
categories were studied only together and 
not separately, the aggregate results indi- 
cated that during the period 1943-1951 the 
ratio of these expenses to earned pre- 
miums was stable at about 15.6 per cent 
most of the period (1945-1951). There has 
been little change in this figure since. 

Furthermore, the recent study, based on 
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the “other acquisition” and the “general” 
categories considered separately, showed 
an equally stable relationship between 
each of these categories and the earned 
premium volume over the period 1949- 
1955. “Other acquisition” expenses ran 
about 6.9 per cent, and “general” expenses 
ran about 8.7 per cent of earned premiums 
on an aggregate basis. 

However, this year-to-year stability in 
the aggregate figures did not apply to 
company-to-company variation. For ex- 
ample, analysis by size of company 
showed the results presented in Table 5. 


TABLE 5 


Company Size AnD “OrHEeR AcQuISsITION” 
AnD “GENERAL” Expense Ratios—1955 














Ratios to 
Earned Premiums Number of Companies 
“Other Acquisi- 
tion”’ Large |Medium| Small| All 
8.1%-13.7% 4 8 2 14 
6.5%- 8.0% 7 4 4 15 
4.5%- 6.2% 7 6 2 15 
1.3%- 4.4% 1 2 11 14 
“General” 
10.6%-14.5% 1 7 6 14 
9.5%-10.4% 4 4 7 15 
7.8%- 9.4% 8 5 2 15 
5.0%- 7.5% 6 + 4 14 

















One concludes directly from the table 
that: 


(1) “Large” and “medium-size” com- 
panies were not likely to have extremely 
low ratios for “other acquisition”; but 
while “medium-size” companies were 
likely to have high “other acquisition” 
rates, “large” companies were not, their 
rates clustering strongly around the me- 
dian figures. ‘Small” companies showed 
themselves likely to have extremely low 
ratios for “other acquisition.” 

(2) “Large” companies were not likely 
to have extremely high ratios for “general” 
expenses; “small” companies were some- 
what more likely to have high ratios than 
low ones. “Medium-size companies were 
about as likely to be in one part of the 
range as in another. 


A “scatter diagram” based on 1950 fig- 
ures indicated that the sum of the “other 
acquisition” and “general” expense ratios 
bore a rather strong inverse correlation to 
ratios for commissions and brokerage. 
This could be accounted for on two bases: 


(1) The commissions and brokerage 
ratio tended to climb with net volume of 
reinsurance, while the other ratios tended 
to fall. 

(2) Certain costs could be handled in 
some cases by paying agents or general 
agents a higher commission to cover them, 
while in other cases the insurer could pay 
them directly, charging them to “other 
acquisition” or “general” expenses. Then, 
depending upon which practice a com- 
pany used, its commission rates would be 
higher and its other expense ratios lower, 
or vice versa. 


However, a “scatter diagram” of the 
1955 data failed to show a similar inter- 
relationship. 

Another approach disclosed the follow- 
ing: 

(1) Among the 14 companies with the 
lowest “other acquisiticn” ratios, 11 com- 
panies were also found among the 15 
companies with the highest ratios of com- 
missions and brokerage. Further charac- 
teristics of these 11 companies were that— 

(a) Eight of them were “small.” 

(b) The 11 included every company 
from the lowest 14 for “other acquisi- 
tion” and the highest 15 for commissions 
which wrote relatively large amounts of 
reinsurance. There were six such com- 
panies. 


(2) However, characteristic number 
“(1),” just above, did not work so strongly 
in reverse. Companies with high “other 
acquisition” ratios showed only a slight-to- 
moderate tendency to have low commis- 
sion rates. Six companies appeared among 
both the 14 companies in the highest quar- 
tile for “other acquisition” and the 14 








s The Journal of Insurance 


companies in the lowest quartile for com- 
mission ratios. Since one quartile in each 
case was almost pre-empted by the com- 
panies described in “(1)” just above, 
nearly one-third of the companies from 
any other group would be expected to be 
in each of the other three quartiles if the 
distribution therein were purely random. 
The actual appearance of six companies 
as mentioned represents only a little more 
than this random one-third. 

(3) The relationship between the “gen- 
eral” expense ratios and the ratios for 
commissions and brokerage tended to be 
the complement of the relationship be- 
tween the “other acquisition” and the com- 
missions and brokerage ratios. Of the 14 
companies with the lowest commission 
rates, eight were among the highest 14 
for “general” expenses. Again, the reverse 
proposition did not work so well. Only 
five of the companies among the lowest 
14 for “general” were also in the highest 
14 as to commissions. A sixth was fifteenth 
highest as to commission rates. The eight 
companies with low “general” and high 
commission rates had the following char- 
acteristics: 

(a) Five of them were “medium-size.” 
(b) Six of them (including all the 

preceding five) were associated with 
British insurers: Five were either 
American branches or presently sep- 
arate U.S. corporations which were for- 
merly American branches, while the 
sixth was a member of a management 
fleet in which most of the other com- 
panies were American branches of Brit- 
ish insurers. We appear to have here 
some clear cases in which some “gen- 
eral” expenses were being paid by 
general agents or management organi- 
zations who were reimbursed by means 
of higher commissions. 

(4) These combinations suggest one 
further relationship to complete a cycle: 
Did companies with low ratios for “gen- 
eral” expenses tend to have high ratios for 


“other acquisition” costs? No. Of the 14 
companies with lowest “general” expense 
ratios, only four were also among the 14 
companies with highest “other acquisi- 
tion” ratios; on the other hand, six of the 
14 with lowest “general” expenses were 
also among the 14 companies with lowest 
“other acquisition” expenses! Four of 
these last six companies were among the 
highest 15 for commission rates. 

Despite the results described in the fore- 
going, calculation of the coefficients of cor- 
relation among the various ratios for all 58 
companies indicates a definitely closer rela- 
tionship between “other acquisition” ratios 
and commission rates than between “gen- 
eral” expense ratios and commission rates. 
This indicates that the relationship be- 
tween “general” and commissions is 
limited to the relationship described in 
item “(3),” just above, while the general 
distribution throughout the range of 
“other acquisition” ratios is somewhat re- 
lated to the distribution throughout the 
range of commission ratios (on an inverse 
basis ). 


Underwriting Expenses and Claims 

The most important level in expenses, 
of course, is the level of total expenses. 
And this level definitely increased during 
the period 1949-1955 (a development 
which is hardly news to anyone). Even 
this level would not be important by itself 
if it were characterized by an inverse rela- 
tionship to claims. But, within the line of 
fire insurance, it was not inverse or other- 
wise. Neither aggregate expenses through 
time, nor the expense ratios of given in- 
dividual companies (as compared with 
the ratios of other given companies) 
showed any consistent relationship to in- 
curred claims. No one acquainted with 
the fire insurance business needs to be 
told that, for the business as a whole in 
recent years, expenses have not fallen 
when claims have risen; nor have claims 
fallen as expenses have risen. 

With regard to variations among com- 
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panies, Table 6 indicates the nature of any 
relationship between claims and under- 
writing expenses. The table indicates that 
such relationship as exists between claims 
and underwriting ratios is direct, not in- 
verse. 

TABLE 6 


RELATIONSHIP BETWEEN EXPENSE AND 
Crams Ratios 





Claims plus Claims Expenses as 
Totals of | Percentages of Earned Premiums— 
nderwriting| No. of Companies in Each Category 


xpense 
tios* |31.7- |47.0— |50.3— |53.7- 
46 .8%|50 .2%|53 .5%|62.7% 


5 3 2 
4 4 3 
6 
1 
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3 5 
2 5 


All 14 15 14 15 


. Commissions and tax ratios to written premiums, “ 
acquisition” “general” to premiums. 


The experience of twenty companies 
lay along the diagonal which runs from 
“low expenses, low claims” (upper left 
corner of Table 6) down and across to 
“high expenses, high claims” (lower right 
hand corner ). The experience of only nine 
companies lay along the other diagonal, 
running from “high expenses, low claims,” 
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up and across to “low expenses, high 
claims.” This indicates that the relation- 
ship between these two ratios was more 
commonly direct than inverse, and it 
makes high expense ratios especially im- 
portant. 


Examples of Applied Analysis 


The question of “high” expenses may 
now be considered directly. What is a 
“high” ratio? This involves the problem of 
comparability: Which ratios should be 
compared with which ratios? Who are 
the “chickens” and who are the “ostriches” 
among insurance companies? Let us try 
our skill on the five companies with the 
worst problems in Table 6—the five whose 
1955 experience placed them in both the 
“high expenses” and the “high claims” 
categories. What can be said about their 
expense ratios? Were they individually 
abnormally high, or, all things considered, 
were they actually average—considering 
the results of others in rather comparable 
positions? 

Let us name these five companies: “P, 
Q, R, S, and T.” Table 7 shows their 
pertinent figures. 


TAaBLe 7 


Ratios oF Five HicH-ExPENsE COMPANIES 














Total of 

Size Net Reins. to | Comm. to | Taxes to | Other Acg.| General Expense 

Co. Category Net Written Written Written | to Bowel to Earned | Ratios 
P Small —42.9% (L)*|} 34.4% 1.5% 3.6% 10.7% 50.2% 

Q Medium | —30.9% (L) 28.5 4.7 8.1 10.6 51.9 

R Medium | —28.7% (M) 24.2 4.7 10.4 12.3 51.6 

8 Small —28.1% (M) 32.7 3.6 3.7 11.2 51.2 

T Small +30.0% (H) 34.9 2.2 4.1 10.1 51.3 

Median, 

58 Cos. Medium | — 8.5 27 .2- 3.5- .2- 9.4- 46 .9- 
— 9. 3 (M) 27.5 3.6 6.5 9.5 47 .3t 


























* (L) means in low third, (M) in median third, (H) in high third. 
t This is actually experienced median. Sum of the medians of the individual ratios is 46 .3-47 .1%. 


It will be noted immediately that there 
are no “large” companies among the five. 
Other characteristics, not revealed in the 
table, include the following: “P,” “Q,” 
and “R” are U.S. branches of British in- 


surers. “T” is one of the companies which 
is classified by Best's as “stock” because it 
operates like stock companies, but it is a 
special charter company with no actual 
capital stock and is classified by the New 
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York Department as a “mutual.”* Com- 
pany “S” is a member of a fleet which 
Best’s reports as operating a pool for the 
direct fire insurance premiums of its mem- 
bers. However, as will be seen below, 
this pooling has not produced uniform re- 
sults as to expenses of the member com- 
panies. 

In considering the problem of these 
companies’ high expense ratios, one im- 
mediately notes that the five can be div- 
ided into two groups. One group would 
consist of the three “small” companies 
with commission ratios much higher than 
the 58-company median. The other group 
would consist of the two “medium-size” 
companies with commission ratios near or 
below the 58-company median. 

In the latter two companies, “Q” and 
“R,” all the ratios other than commissions 
appear high. This is frequently a result of 
a relatively low volume of reinsurance. In 
the reinsurance grouping above, “Q” was 
at the high end of the “low” range, “R” was 
at the low end of the “median” range; so 
that actually the two companies were not 
significantly different in this characteristic. 
Did this characteristic explain their ex- 
pense ratios? 

For comparison with “Q” and “R,” com- 
parable cases among the 58 companies 
can be examined. Besides “R,” six other 
“medium-size” companies were in “me- 
dian” range as to relative volume of net 
reinsurance; besides “Q,” seven “medium- 
size” companies were in the “low” range 
for reinsurance. The six in the “median” 
range had total underwriting expense 
ratios varying from 47.4 to 51.0 per cent 
(median at 48.8); the seven in the “low” 
range had ratios running from 42.1 to 
50.3 per cent (median at 46.2). Both 
“Q” and “R” had higher total expense 
ratios than any of these other 13 com- 
panies. 

Of the above 13 companies, seven had 
commission ratios higher than “Q’s” 
~ 8 Three of the 58 companies were of this type. 


(hence also higher than “R’s” ). Only three 
companies had commission ratios lower 
than “R’s,” and these three had definitely 
low reinsurance ratios (—54, —94, and 
—206 per cent) to account for their posi- 
tion. Among the 13 companies, five had 
reinsurance ratios ranging from —28.34 
to —33.67 per cent (i.e., relatively close 
to “Q’s” and “R’s”), and the commission 
ratios of these five ranged from 24.4 to 
29.2 per cent (median at 28.3). So the 
commission ratio for “Q” was normal and 
for “R” a little below normal for their own 
category as well as for the whole 58-com- 
pany experience. However, the five other 
companies of about the same size and re- 
insurance characteristics as “Q” and “R” 
had tax ratios ranging from 3.6 to 4.3 per 
cent (median 4.1); their “other acquisi- 
tion” ratios ranged from 5.4 to 10.2 per 
cent (second high was 8.9, median was 
6.0); and their “general” expense ratios 
ran from 5.2 to 11.1 per cent (second low 
8.8; median, 9.4). But these five had an 
important additional characteristic: Un- 
like the 58 companies considered all to- 
together, these five companies did show a 
rather close inverse relationship between 
“other acquisition” and “general” expense 
ratios. When one ranked them from high- 
est to lowest as to “other acquisition” ratio, 
and in that order recorded their respective 
rank from lowest to highest (inverse rela- 
tionship) in “general” expense ratio, the 
resulting series was 1, 2, 3, 5, 4. The net 
result was a range for total “overhead” 
expense (“other acquisition” plus “gen- 
eral”) of only 15.4 (two companies) to 
17.7 per cent (median at 16.5). Here is 
where “Q” and “R” went awry. 


Since the “overhead” ratios have been 
taken against earned premiums, it could 
happen that a high ratio would be due to 
an unusually low earned volume. This was 
not the case with “Q” and “R,” however. 
Both had net earnings higher in 1955 than 
in immediately preceding years, and both 
had larger earned volume in 1955 than net 
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written. Most of the other five companies 
used for purposes of comparison did not 
have the advantages of both of these 
effects. 


“Small” Company, Much Reinsurance 
Written 


Turn now to “P,” “S,” and “T,” the three 
small companies with the high commis- 
sion costs. In the case of “T” a possible 
explanation immediately presents itself: 
It wrote a relatively large volume of re- 
insurance. We found as shown earlier, 
while relative volume of reinsurance bore 
little relationship to commission ratios of 
the “large” companies, the case was quite 
different among companies of “small” and 
“medium” size. The range of commission 
ratios for all six “small” companies (in- 
cluding “T”) in the “high” reinsurance 
group was 29.9 to 38.8 per cent. “T's” 34.9 
per cent was third high—just above the 
median, of course, and only a fraction of 
a point above the arithmetic average. 

With regard to the ratios in the other 
expense categories: 


(1) “T's” tax ratio (2.2 per cent) was 
generally normal for its volume of rein- 
surance. Its ratio of taxes to direct writ- 
ten was 3.1 per cent, essentially average 
for this ratio. However, most writers of 
relatively large amounts of reinsurance 
did run higher than this, giving “T” some 
advantage. 

(2) As it happened, “T’s” ratios for 
“other acquisition” and “general” expenses 
(4.1, 10.1 per cent) were exactly the me- 
dian figures for “small” companies. On the 
other hand, the median figures for “high” 
reinsurance companies were 5.9 and 8.7 
per cent respectively. Both these last two 
figures were a little below the 58-company 
medians. Therefore, one might expect 
“S’s” figures to be below the “small” com- 
panies’ median. There were, besides “T,” 
five “small” companies in the “high” rein- 
surance group. One had an “other acqui- 
sition” ratio above the “small” company 


median; another one of the five was the 
only one with a “general” expense ratio 
above the “small” company median for 
that figure. 

(3) However, with respect to the sum 
of the two “overhead” ratios, the 58-com- 
pany median was 15.4 per cent, the me- 
dian for “small” companies was 15.0, the 
median for “high” reinsurance companies 
was about 15.1, and “T's” 14.2 was third 
high among the six companies fitting both 
the latter categories. Therefore “T's” ratio 
does not appear to have been high. 


“T's” problem with its total expense 
ratio seems to have been due, then, to 
three causes. First, it was a small com- 
pany. The median ratio for total expenses 
for the 19 “small” companies was 49.8 per 
cent. This was about two points above 
the 58-company median—and closely asso- 
ciated with the fact that the “small” com- 
panies’ median for the commission ratio 
was also two points above the 58-company 
median for that figure. 


However, “T's” total expense ratio was 
1.5 points above the “small” company 
median—and that represents a large por- 
tion of fire insurance profit margins! “T's” 
commission ratio was high. It more than 
explains this additional 1.5 points, for 
“T's” commission ratio was a full five 
points above the “small” company median. 
High commission ratios, as noted earlier, 
were generally associated with large vol- 
umes of reinsurance, with the effect parti- 
cularly notable in the smaller companies. 
“T's” problems were definitely tied up 
with such an effect. 


The third cause of “T’s” high total ratio 
was that, while its commission ratio was 
high and its tax ratio appropriately (or 
even more than appropriately) low, its 
other ratios were not as much lower than 
average as the commission rate was above. 
However, all the expense ratios except for 
“general” have been improving. In the 
face of declining premium volume, the 
ratio for relatively inflexible “general” ex- 
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penses rose. The net effect was that the 
total ratio for underwriting expenses de- 
clined 4.1. percentage points over four 
years. Unfortunately, the claims ratio 
rose by an equal 4.1 and the claims ex- 
pense ratio rose an additional 1.2 points 
during the same period. 

One concludes that this company paid 
too much for business (direct or reinsur- 
ance) that was not good business. One 
wonders whether more expenditure on 
“other acquisition” costs might not have 
been useful. Intensive direct effort in sales 
promotion may help to reduce total ex- 
pense ratios in four ways: 


(1) by reducing the commission rates 
which an insurer, particularly a small in- 
surer, has to pay to obtain representation 
and business; 

(2) by increasing the premium volume 
from which the overhead expenses are 
paid, so reducing them as a ratio; 

(3) as a corollary to (1) and (2), by 
helping to produce a better distribution of 
business as between direct and reinsur- 
ance premiums, thus reducing the impor- 
tance of the expense problems which seem 
always to be associated with the writing 
of reinsurance by a small insurer; and 

(4) by producing a premium volume 
and spread of risks which would reduce 
the need for reinsurance cessions and so 
save on the net costs which ceding com- 
panies, especially small ones, so often face. 
For example, if it be assumed that com- 
pany “T's” reinsurers made no contribu- 
tions to its expenses other than under the 
commission item—a possibly true assump- 
tion—“T’s” expense total ratio would have 
been about six percentage points lower 
had there been no cessions. And as it 
happened, its claims ratio would also have 
been slightly lower. Of course, this calcu- 
lation is presented merely to illustrate a 
point and is certainly not to be taken as a 
recommendation that “T” or anybody else 
should avoid reinsurance cessions which 
are necessary for underwriting protection. 


The object to be desired is a position in 
which there is less need for such under- 
writing protection. 

In “T’s” case, a further special benefit 
might be obtained in connection with 
more sales promotion. “T” is essentially a 
monoline company, writing fire and ex- 
tended coverage only. Development and 
promotion of additional lines might be 
an additional way to interest sales agents, 
spread overhead over more premium vol- 
ume, and obtain more spread of risk to 
reduce the need for reinsurance. 


“Small” Company, Much Reinsurance 
Ceded 

Well toward the other end of the scale 
in reinsurance writings was company “P” 
—proof that there can be trouble in that 
position, too! “P’s” figures were all atyp- 
ical. Its commissions were high for even 
an average position with regard to rein- 
surance, let alone in relation to the nor- 
mally lower figures usually associated with 
companies ceding a large portion of their 
business. On the other hand, “P’s” tax 
ratio was extraordinarily low for anyone, 
especially for a company with large ces- 
sions. As a percentage of direct premiums, 
“P’s” taxes were only one per cent—a phe- 
nomenal figure in the face of the usual 
taxation of fire insurance premiums. The 
standard sources provide no explanation 
for this remarkable aberration. 

The “other acquisition” ratio presents a 
problem apparently similar to that for 
taxes: Why so low when cessions were so 
high? A possible explanation occurs here, 
however. “P” is another “U.S. branch,” 
and there is a management company. The 
usual “other acquisition” expenses may 
have been covered by means of higher 
commissions paid the managing agents. 
The same shift is not apparent in “general” 
expenses. 

The external characteristics of “P” fit it 
neatly into a rather special category for 
comparison purposes. The 58 companies 
included seven which were both “small” 
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and in the lowest third with regard to rela- 
tive writing of reinsurance. Of these 
seven, five (including “P”) were U.S. 
branches of British insurers. All seven 
companies had total expense ratios with- 
in the range of 47.5-50.8 per cent, with 
four at 50.0 or above and three at 48.8 or 
below. “P’s” total ratio, then, was essen- 
tially average for its group. Its commission 
rate was definitely the highest (three per- 
centage points above the second high, over 
six points above the median). Its ratio 
for “other acquisition” was among the low- 
est (with no really “typical” figure present 
—the range was 3.5-9.2), and its “general” 
expense ratio quite “normal” (low was 8.7, 
high was 11.6, with the other five all in 
the compass of 10.0-10.7), producing for 
“P” a comfortably low total for the two 
“overhead” items. 

But “P’s” high commission ratio would 
have pushed the company’s total expense 
figure well beyond that of the other six 
insurers had it not been for the low tax 
ratio. In previous years the company was 
not so lucky. Its tax figures for 1952, 1953, 
and 1954 were 4.1, 4.4, and 4.0 per cent, 
respectively; and the total expense ratio 
figures for the same years were 55.4, 52.0, 
and 52.9. Fortunately, its claims and 
claims expense ratios for 1953 and 1954, 
at least, while not good, were not as bad 
as for 1955. For 1952 through 1955, the 
figures were 60.6, 50.5, 54.8, and 62.7. 

Therefore, unless the company’s man- 
agement can be credited with responsi- 
bility for the low tax figure in 1955—which 
is doubtful—the firm conclusion is that 
this company’s operations cost too much 
and that the seat of the trouble was in 
commission expense. 

Since this company wrote an important 
volume of insurance other than fire, the 
standard published sources do not provide 
the data necessary to decide whether the 
trouble in the fire insurance line consid- 
ered separately was due principally to too 
high commissions paid in writing it or to 


too low commissions received when ced- 
ing it. On the company’s business of all 
kinds all commission rates were high, 
both on writings and cessions, with an un- 
usually favorable margin between the 
rates on reinsurance writings and on ces- 
sions. The company’s operations as a 
whole have been generally profitable. 
Therefore, one hypothesizes that fire in- 
surance may have been receiving “foster 
child” treatment. Some support is found 
in the fact that, while about 40 per cent 
of the direct writings were in fire insuz- 
ance, only about one-third of the reinsur- 
ance writings were. Since over 45 per 
cent of the total cessions were cessions in 
fire insurance, only about 30 per cent of 
the total net written premiums were fire 
insurance premiums, with a similar ratio 
for premiums earned. 


A “Small” Company with Special 
Problems 


Company “S” is left to consider. This 
was a small company; and, while its rela- 
tive reinsurance volume placed it in the 
“median” group, it barely missed the “low” 
group. It already has been seen that there 
was no “typical” figure for the “other ac- 
quisition” ratio of a small company with 
a low volume of reinsurance. Among the 
six “small” companies in the “median” 
group for reinsurance, however, only one 
insurer had an “other acquistion” ratio 
higher than 4.5 per cent; five, including 
“S,” were in the range 3.5-4.5 per cent. 
“S” had a result typical for its group then. 
In “general” expenses, 10-11 per cent was 
typical for “small” companies in the “low” 
reinsurance group. Here the “median” 
companies showed no particular pattern, 
ranging from 7.5-13.2 per cent, with “S's” 
11.2 per cent just above the median. On 
total “overhead,” the “median” group had 
widely scattered figures (8.8 to 21.4), but 
clearly ran lower than the “low” reinsur- 
ance group. “S’s” 14.9 per cent was an 
average-type performance. Nor was any- 


& 
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thing significantly unusual about “S’s” tax 
ratio. 

Once again one can locate the cause of 
a high total ratio as being in the commis- 
sion ratio. Was “S’s” commission ratio of 
32.7 per cent unusually high for its cate- 
gory? Yes, it was. Only two of the 13 
small companies in the “low” and “me- 
dian” reinsurance groups had higher com- 
mission ratios. (One of these two was 
company “P,” of course.) The next com- 
pany below “S” was 1.3 points below. And, 
of the whole 13, not one had a higher total 
ratio than “S.” Among the five “small’ 
companies, other than “S,” in the “median” 
reinsurance group, the highest figure for 
total ratio was 49.9 per cent; and the rest 
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dropped off by nearly three-point jumps 
down to a low of 38.8 per cent. 

A look at the component parts of “S’s” 
net commission ratio shows that on its 
business as a whole (all lines) the com- 
pany (1) paid high direct commissions, 
(2) paid extremely high reinsurance com- 
missions (considering that it was not a 
reinsurance specialist), and (3) received 
somewhat lower commissions on cessions 
than it paid on reinsurance written. 

Since “S” was involved in an intra-fleet 
reinsurance pool, one cannot help wonder- 
ing “What went on here?” A review of 
“S's” figures for 1949-1955 (Table 8) sup- 
ports the hypothesis that reinsurance 
operations (writings or cessions) were 


TABLE 8 


History or Fire Premium ExperreENcE—Company “S” 





























Net Direct Reins. Reins. Net Reins. 

Commission Written Written Written Ceded to Net 

Ratio (add 000 to dollar figures) Written 

1949 43.7% $1,539 $ 526 $1,518 $ 505 65.8% 

1950 21.6 425 912 1,156 1,644 —114.8 
1951 32.7 978 1,240 1,045 1,307 — 26.8 
1952 20.9 354 1,332 1,077 2,056 —277.3 
1953 37.4 447 1,160 839 1,552 —159.5 
1954 40.1 1,200 1,220 389 409 — 16.7 
1955 32.8 952 1,219 682 949 — 28.5 








the major factor in the changing level of 
commission ratio, for the commission ratio 
and the relative amount of reinsurance 
volume fluctuated together. Since direct 
volume remained stable through most of 
the period, it seems unlikely that direct 
commission rates could have been the 
cause of these changes. On the other hand, 
the same review suggests that it was not 
the disparity between rates on cessions 
and on reinsurance writings which caused 
the high commission ratios. For in the 
years in which cessions were high, the net 
commission rates generally were low; and 
vice versa. Volume of reinsurance writ- 
ten, considered separately, bore no regular 
relationship to net commission rates; but 
the difference between reinsurance writ- 
ings and cessions did, whether taken as an 
absolute figure or considered as a per- 


centage of net writings. The table uses 
the latter. ; 

Since “S’s” tax ratio fluctuated widely 
in inverse relation to its net cessions, the 
total expense ratio did not show the same 
size changes as commission ratio did; but 
in general the two moved in the same 
direction. An exception was 1952 when 
the unusually high tax ratio of 15.4 per 
cent caused total expenses to move contra- 
riwise to commissions. It was unfortunate 
that, although the 1955 total expense ratio 
was about six points below 1954's, the 
claims plus claims expense ratio was just 
over four points higher. 

The record shows that fire insurance 
writing has been an expensive business 
for “S” in the commission column, with 
suspicion directed at the costs of both 
direct and reinsurance business and not 
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enough evidence to indicate the contribu- 
tion by either alone. 

The more one looks at the operations 
of “S’s” fleet, the “curiouser and curiouser” 
one gets about it—and the less and less 
one knows. At least twice, perhaps three 
times, during the period 1949-1955, the 
shares in the fire pool were changed. Each 
time “S’s” proportion went up. Although 
Best’s has described the pooling as being 
on the basis of written premiums, earned 
premiums have conformed to it regularly 
—even in the same years in which changes 
were made in the relative shares of the 
written. Therefore, there have been lump 
sum transfers among the companies in the 
fleet in these years of change, and these 
have upset individual companies’ ratios. 

The analyst’s normal response to this 
type of action is to stop considering the 
results of the carriers individually, and to 
look to the record of the fleet as a whole. 
The difficulty in this case is the predomi- 
nance in this fleet of a reinsurance special- 
ist with most of its business coming from 
outside the fleet. Reinsurance transactions 
—especially in the case of a reinsurance 
specialist—do not produce results com- 
parable to those of direct writers. There- 
fore the total operations of this fleet are 
not comparable to those of fleets in which 
direct writing predominates. 

Presently one can only conclude that 
the direct fire premiums of the fleet look 
like expensive business when considered 
on their own. But in the fleet’s complex of 
conditions (such as writing more auto 
than fire business, more reinsurance than 
direct, and close ties with several credit 
and finance companies ), perhaps this loss 
line is worthwhile in view of over-all re- 
sults. For example, “S’s” total insurance 
experience, based on adjusted, i.e., not 
statutory, results, has usually produced a 
slight profit margin in underwriting. The 
reinsurer in the fleet has consistently 
shown small to good (5 per cent ) margins. 
These results, plus the insurers’ invest- 


ment gains, plus the advantages of con- 
trolled insurance service, could easily 
make the fleet a thoroughly attractive in- 
vestment for the credit, finance, and in- 
vestment companies which are in control 
of it. 

But the same conclusion would not 
necessarily be reached by other investors, 
especially with regard to the direct writ- 
ing members of the fleet. And certainly 
these insurers’ expense figures must be 
considered atypical when one is dealing 
with general situations—as, for instance, 
when considering general rate level ade- 
quacy or inadequacy. 


A Postscript and a Foreword 


The discussion of the fire companies has 
certainly illustrated the use of judgment. 
It has also been shown that some objec- 
tive standards can be used as bases for 
judgment conclusions. Notice particularly 
how, in the case of company “P,” although 
the total underwritng expense ratio was 
in the highest one-fourth when all 58 com- 
panies were considered, it was concluded 
the total underwriting expense ratio was 
excessive for a company under “P’s” cir- 
cumstances. If the tax ratio had been 
normal, and one of the other figures (par- 
ticularly commissions ) been lower by an 
offsetting number of points, it would have 
been concluded that “P’s” expenses had 
been managed with normal efficiency, in 
spite of its 50.2 per cent total expense ratio. 
On the other hand, when one finds another 
company, one in the “large” category as 
to size and in the “low” group as to rela- 
tive volume of reinsurance, with a total 
expense ratio of 50.5 per cent, it must be 
concluded that its management of ex- 
penses has left a great deal to be desired. 

More data as more years pass, plus 
more processing capacity (by means of 
punch card machines and an automatic 
digital computer) are expected to pro- 
duce more refined statements of the 
guides, plus a sharper distinction between 
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relationships which are underlying and 
those which are transient. The next report 
will probably also include some results 


of study of the behavior of claims as well 
as expenses. 





























THE MARKET FOR EQUITY ANNUITIES 


GrorcE E. JOHNSON 


The Equity Annuity Life Insurance Company 


To date, there has been little experience 
in marketing equity annuities. Unques- 
tionably, equity annuities are finding 
wider favor in the pension field. Since the 
establishment of the College Retirement 
Equities Fund in 1952 to supplement fixed 
dollar annuities payments under Teachers 
Insurance and Annuities Association’s con- 
tracts, many employers have arranged to 
make equity annuities available to em- 
ployees. In 1957, for example, General 
Mills Company and Warner-Lambert 
Pharmaceutical Company amended their 
retirement plans to include provisions for 
equity annuities; and the State of Wiscon- 
sin voted to make equity annuities avail- 
able to state employees and teachers in 
the state colleges. In pension cases, the 
equity annuities usually supplement rather 
than replace provisions for fixed dollar an- 
nuities. Although pension plan figures are 
not available, there are probably more 
than 150,000 employees now covered by 
equity annuity plans, mostly on a volun- 
tary basis. From this trend it may be as- 
sumed that life insurance companies will 


1 The terms “variable annuity” and “equity an- 
nuity” are used interchangeably by the public. 
The author prefers the term “equity annuity,” 
which has been used in a number of pension 
trusts, because this term is more truly descriptive. 
It denotes the coupling of life annuities with 
equity investments. Tontine annuities are vari- 
able in amount; and conventionaly fixed dollar 
annuities vary in many ways, viz., the amount of 
each payment varies in power, the 
total amounts of payments under the contract will 
vary depending on how long the annuitants live, 
and the dollar amount of each payment varies 
under a participating policy with variations in 
the dividends. 


find a ready market for equity annuities in 
the group annuity field. 

The future of individual equit, :nnuities 
sold by life insurance companic: to the 
general public is difficult to appraise. 
There has been relatively little experience 
to usé as a guide, nevertheless, a study of 
even a small sample may be of value. The 
case history of the first 100 individual de- 
ferred annuities sold by The Equity An- 
nuity Life Insurance Company? has been 
used as the basis for this study of the mar- 
ket for equity annuities. 

Even though a small sample was used 
in this study, several interesting trends ap- 
peared which will bear watching. These 
were: 

(1) Equity annuities on the lives of 
children are attractive. This may open up 
a relatively new market for life insurance 
agents; 

(2) Equity annuities are attractive to 
working women. This group, in general, 
has relatively little need for or interest in 
life insurance for protection of dependents. 
Equity annuities are appealing as a means 
of giving them a “fighting chance” to cope 
with the effects of inflation on provisions 
for their own retirement income; 

(3) Equity annuities are attractive to 
the self-employed, professional people, 
and life insurance agents; 

(4) Equity annuities are not attractive 
to negroes; 

(5) Premiums are usually paid monthly; 
and 

(3) Equity annuities are not competi- 
tive with life insurance. They are like a 


(17) 
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“surplus line” which supplements insur- 
ance. They are usually sold where the 
prospect is not a prospect for life insur- 
ance. 

Each of these conclusions will now be 
examined in the light of the study. 


Equity Annuities for Children 
Sixteen per cent of the annuitants stud- 
ied were under 21 years of age. This re- 
sult was not anticipated, especially since 
initially no efforts were made to market 
these annuities on the lives of children. 


The distribution of contracts by age at is- 
sue was as follows: 


Number of 
Age at Issue Contracts Issued 

0—10 9 
11—20 7 
21—30 9 
81—40 27 
41—50 30 
51—60 16 
61—70 2 
100 


The motive for these purchases on the 
lives of children is interesting. In all in- 
stances the father or grandfather was the 
applicant, and the child or grandchild was 
the annuitant. The applicant usually re- 
tained the incidents of ownership, intend- 
ing to release these rights when the child 
was of age. The premium was usually $25 
or $50 a month or $500 a year. The pri- 
mary motive was not to provide for the 
education of the child, but to take ad- 
vantage of the potential build-up of a 
large life annuity from a relatively small 
premium commencing at a young age. To 
illustrate: A grandfather purchased a 


policy on a five-week old granddaughter. 
He plans to pay premiums for about 10 
years and then let it go on the paid-up 
basis. The maturity date is in 2027, or at 
age 70, although the annuitant can always 


surrender the contract for cash or advance 
the maturity date. 


There is tremendous leverage where in- 
vestment yields are compounded over a 
long period without any deduction for 
Federal income taxes. The result is readily 
understandable when it is realized that the 
average rate of income from common 
stock, taking both dividend yield and ap- 
preciation of capital value into account 
(as in an equity annuity), has been more 
than seven per cent since the turn of the 
century.? Thus, the purchase of an equity 
annuity contract will give the child a 
chance to cope with the forces of inflation 
which have robbed the parent or grand- 
parent of so much of the anticipated pur- 
chasing power of his own dollar income. 


Anyone who has been concerned with 
the problem of funding pension benefits 
knows how important it is to have the 
funding begin at an early age. A dollar 
accumulated to age 65 from age 20 will 
provide a much larger benefit than will a 
dollar accumulated from age 50. The re- 
sults of accumulating $1000 at compound 
interest annually is as follows: 


2 Common Stock Net Yields. For the period 
from 1880 to and including 1938, the data is 
based on the Cowles Commission Studies of over 
400 stocks, and from 1939 to the present, on the 
dividends paid on Standard & Poor’s 90 stocks. 
The yield figures for the larger list since 1938 are 
not available, however estimates indicate that 
there is a close correlation between the yields of 
the smaller and larger lists. To obtain estimated 
net yields, an average investment charge of % of 
1 per cent was deducted from the gross yields. 

Common Stock Price Index. Common stock 
prices for past years are based on the Cowles 
Commission All Stock Price Index Series P cover- 
ing over 400 stocks for the years through 1938. 
Thereafter the prices are based on Standard & 
Poor’s Weekly Index of composite prices of 416 
stocks. The entire series assigned the index num- 
ber 100 to 1926 in order to fit the two indexes to- 
gether. These indexes include about 75 per cent 
of the market value of the common stocks actively 
traded in all the exchanges in the United States. 

The year to year variations in the market value 
of the portfolio of a company selling variable an- 
nuities has the same effect or changes in the yield 
rate. Therefore, they may be added together to 
get the annual investment earning rate. 
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At 24% At 5% At 7% 
Interest Interest Interest 


Fund at the end of 15 years 
$1,448 
Fund at the end of 45 years 
$3,038 $8,985 


Too often in the past the annuitant has 
thought of retirement as a distant and re- 
mote problem until it is too late to build 
up an adequate retirement income during 
the remaining working years. And so most 
experts stress the need to start as early as 
possible— but few have contemplated 
starting at five weeks of age! 

The maximum advantage of equity an- 
nuities with the minimum effect from ran- 
dom chance factors can be obtained where 
the contract covers the longest period of 
premium and annuity payments. Thus, 
equity annuities on the lives of children 
seem to be a normal development. This 
is merely an application of the law of 
probabilities. If, instead of purchasing 
common stocks at one time, they are pur- 
chased (either in equal or varying 
amounts ) at different times, the risk from 
variations in the stock market are lessened. 
The greater the number of purchases, the 
less “random chance” will affect the price. 
Now consider a variable annuity contract 
where premiums are usually paid monthly. 
Even a short period of premium payments 
can greatly reduce the “random chance” 
factors resulting from stock market fluctu- 
ations. In the long periods, in cases in- 
volving annuities on the lives of children, 
these hazards are minimized still further. 

Single premium individual deferred an- 
nuity contracts should be attractive to 
wealthy people as a means of taking ad- 
vantage of the annual gift tax exclusion of 
$3,000 ($6,000, if married). However, 
none of the 16 cases listed above involved 
single premium contracts. 


$2,079 $ 2,759 
$21,002 


Equity Annuities Are Attractive to 
Working Women 


Thirty-five percent of the contracts were 
on the lives of women. Most of these 


women worked. They included such per- 
sons as secretaries, an attorney, a nurse, a 
doctor, a colonel in the Army, and the 
owner of a shop. Apparently the primary 
motive of these women for buying an 
equity annuity was to have greater secur- 
ity for themselves in later life. Most of 
them had some provision for retirement in- 
come from social security, civil service, life 
insurance, Army retirement, etc.; but they 
were concerned that inflation might cut 
down the purchasing power of the fixed 
dollar income. They believed that the 
equity annuity would augment their pro- 
gram and put it in better balance. 


Equity Annuities Are Attractive to the 
Self-employed 


About one-half of the 100 cases were 
purchased by professional people or the 
self-employer. They include owners of 
printing companies, actuaries, insurance 
agents, attorneys, doctors, nurses, educa- 
tors, Army officers, and others. 


The interest among the self-employed 
and the professional people was antici- 
pated because this is the class that has al- 
ways provided the best market for an- 
nuities of all types; but the large number 
of insurance agents (more than one-half 
were general agents) representing many 
different companies was not expected. To 
some extent, this interest among insurance 
agents is probably the result of the wide- 
spread discussion of equity annuities in 
the insurance press, but there is probably 
another motive which has not been dis- 
cussed publicly in connection with equity 
annuities. Life insurance agents are build- 
ing up a life income through vested re- 
newal commissions. These vested renewal 
commissions are tied to fixed dollar pay- 
ments. These renewal commissions de- 
preciate in purchasing power with infla- 
tion. Thus, some of the leading producers 
are beginning to ask whether their own 
programs would not be less vulnerable if 
they bought equity annuities. In any 
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event, the fact that 17 out of the first 100 
contracts sold were bought by insurance 
agents indicates a trend that bears watch- 
ing. 


Equity. Annuities Are Not Attractive to 
Negroes 

There may be some significance in the 
fact that, although sales were concentrated 
in the District of Columbia where about 
one-half of the population is colored, only 
one policy was sold on a colored life. 
While there are many possible explana- 
tions for the failure of negroes to buy 
equity annuities, perhaps the negro is only 
now getting adjusted to the idea of eco- 
nomic security in dollars. Perhaps he is 
not prepared to accept a concept that dol- 
lars are variable in terms of purchasing 
power. The experience of College Retire- 
ment Equities Fund tends to bear out this 
conclusion since the negro colleges have 
lagged behind the other colleges in adopt- 
ing this plan. 


Premiums Are Usually Paid Monthly 


Seventy-two per cent of the annuitants 
paid premiums monthly, and 14 per cent 
paid annually. This emphasis on monthly 
payments is consistent with the desire to 
build up an income for later life by 
monthly savings during the working years. 

Sixty-six per cent of the annuitants chose 
age 65 as the maturity date, and 17 chose 
age 60. 

The average premium was $27.66 a 
month. Forty-five paid $25 a month or the 
equivalent ($75 quarterly); twenty-one 
paid $50 a month of the equivalent. Only 
one premium exceeded $1,000 a year, 
which indicates that equity annuities are 
not being bought by the large speculative 
investor but by the person who can pay 
$25 a month to supplement his other pro- 
visions for retirement income. 


Equity Annuities Are Not Competitive 
with Life Insurance 


Perhaps one of the most significant facts 


gleaned from a study of the first 100 cases 
written by The Equity Annuity Life In- 
surance Company is that the equity an- 
nuities sold were not competitive with life 
insurance but were considered a “surplus 
line” by the life insurance agents who sold 
them. As the entire sales operation of 
Equity Annuity Life Insurance Company 
is limited, a more intimate knowledge of 
these policyholders is possible than can be 
hoped for when the Company gets larger. 


Not a single one of the 35 women an- 
nuitants was a “hot prospect” for life in- 
surance. William James used to refer to a 
“live” option as meaning a choice where 
there was good reason to believe that ac- 
tion would result. It is clear from talking 
with many of these women that the option 
to purchase fixed dollar annuities was not 
a “live” option. They were concerned with 
inflation and the dwindling purchasing 
power of the dollar. They thought equity 
annuities might give them a “fighting 
chance” to cope with inflation. 

The 16 cases sold on the lives of children 
were also cases where there was no “live” 
option to buy insurance. The applicants 
were not marginal buyers. They were not 
concerned about the possibility that the 
child might be unable to go to college. 
Some of these children were already in 
college. The buyers were interested in “ro- 
mancing” about a life for the child 50 or 
60 years in the future. They were intrigued 
with the unique qualities of equity an- 
nuities. 

The doctors, attorneys, and owners of 
small businesses, who constitute most of 
the other annuitants, are people who have 
been good buyers of insurance. The ma- 
jority had some provision for fixed dollar 
retirement income. They were often “stock 
oriented” and owned some mutual fund 
shares. They were genuinely concerned 
over the possible effect of inflation on their 
future security. In short, it is unlikely that 
a good agent could have sold much life in- 
surance to this group. 
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The 17 sales to life insurance agents and 
the 4 sales to actuaries is significant. They 
should have been well aware of all the 
reasons why a person should buy life in- 
surance. Many of the sales in this study 
were made by agents for other life insur- 
ance companies on a “brokerage” basis. 
Since commission rates are higher on a life 
insurance policy than on an annuity con- 
tract, these agents must have concluded 
that life insurance sales were not possible.® 


Conclusion 
On the basis of this small sample—100 
individual deferred equity annuity con- 


® Some of the first 100 sales were made directly 
by officers or directors of the Company. Almost 
all of the second 100 policies were sold through 
life insurance agents on a brokerage basis. 


tracts issued by The Equity Annuity Life 
Insurance Company—it appears: 


(1) Equity annuities are like a “surplus 
line” item. They do not compete with life 
insurance sales and do not replace existing 
fixed dollar plans. They may be con- 
sidered as an extra tool in the salesman’s 
kit, to be used when appropriate and when 
the other tools do not adequately do the 
job. 

(2) The best prospects are white lives, 
parents and grandparents interested in an- 
nuities for children or grandchildren, the 
self-employed, professional people, life in- 
surance agents, and working women. 

(3) The average premium is likely to 
be abut $25, payable monthly. 








FEDERAL INCOME TAXES AND THE VARIABLE 
ANNUITANT 


Mark R. GREENE 


University of Oregon 


The controversy over the pros and cons 
of the variable annuity has continued un- 
abated since it was first proposed that life 
insurance companies be authorized to is- 
sue variable annuities. Opposition to these 
contracts from representatives of invest- 
ment trusts, or mutual funds as they are 
commonly called, has been particularly 
strong. It is claimed by the funds that 
life insurance companies and their policy- 
holders receive_certain tax advantages 
which in effect provide an opportunity 
for the potential holder of a variable an- 
nuity policy to enjoy the same tax privi- 
leges given to the holder of a life insur- 
ance policy. The main advantages would 
be the right to postpone the payment of 
income taxes on dividends and capital 
gains and perhaps to convert what might 
otherwise be ordinary income into capital 
gains. This, it is urged, would create an 
unfair disadvantage for mutual funds, 
whose shareholders must pay income taxes 
on dividends and capital gains received 
annually. 

Spokesmen from the life insurance in- 
dustry have disclaimed and minimized 
these charges, saying that far from being 
a tax shelter, the life insurance investment 
actually suffers from a tax standpoint 
relative to the investment in mutual 
funds.” 

1See “Met vs. Pru—The Variable Annuity 
Touches Off a Financial Free-For-All” Barrons 
(January 23, 1956). 

2 See “The Tax Loophole That Wasn’t There,” 
pose! yea’ Courant (September and October, 
1 : 


There appears to be some truth in state- 
ments made by each of these groups. It 
is the purpose of this article to examine 
the current income tax position of the 
variable annuitant and mutual fund share- 
holder in order to assess the validity of 
these claims and counter-claims. 


Income Tax of the Mutual Fund 
Shareholder 


Holders of shares of the mutual funds 
report income on two bases: (1) ordinary 
income and (2) capital gains. If the in- 
vestment trust distributes dividends based 
on income resulting from dividends re- 
ceived by it from securities held, these 
are identified as such; and the shareholder 
reports them as ordinary income. Simi- 
larly if distributions of capital gains are 
made by the investment trust, these are 
reportable by the shareholder as capital 
gains. 

The shareholder of a mutual fund, like 
most stockholders, is entitled to an exclu- 
sion of the first $50 of dividends received 
in each taxable year. Thus, if $100 is re- 
ceived in dividends by a single taxpayer, 
$50 would be taxable as ordinary income. 
In addition to this the taxpayer receives 
a credit against his tax equal to four per 
cent of any dividend income. In the above 
case four per cent of $50, or $2 would be 
deducted from the final tax of the indi- 
vidual in the year concerned.’ 

When a mutual fund sells a security 
which it holds and incurs a gain or loss 


*1.R.C. Sec. 852(b)(3)(B) and Par. 855(b). 


( 22 ) 
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on the sale, this fact is reported to the 
owners. Any net long term gain, offset 
by any net short term capital loss, is in- 
cluded in taxable income to the extent 
of 50 per cent. Thus, if an individual 
taxpayer is in the 22 per cent tax bracket, 
a $100 dividend from his mutual fund 
which consisted of capital gain would re- 
sult in a tax of $11 (.22 x $50). Capital 
gains are not eligible for either the $50 
exclusion provision or for the four per 
cent credit against the tax since they are 
not considered dividends. The capital 
gains treatment is available to the holder 
of a mutual fund regardless of his holding 
period, just so the fund itself had met the 
requirements of capital gains treatment.‘ 


The income received by the mutual 
fund holder has not been previously 
taxed in the hands of the mutual fund 
if the fund has met all the requirements 
of a regulated investment company, the 
chief one of which is that the fund pays 
out at least 90 per cent of its realized 
income to its shareholders. Thus, the 
conduit principle is recognized, the fund 
being viewed as a channel through which 
corporations pay dividends to ultimate 
stockholders. Under a 1956 amendment 
to the Internal Revenue Code, if a fund 
retains capital gaias and becomes liable 
for taxes thereon, » credit for this tax is 
given to the sharehclder of the fund. 


When the holder of a mutual fund share 
surrenders or sells his investment, he is 
subject to capital gains treatment of any 
net profit or less from the sale. There is 
a maximum tax of 25 per cent payable on 
such a gain. 


To summarize, in the normal course of 
events, the shareholder of a mutual fund 
in the 22 per cent tax bracket who re- 
ceived from his company $100 in divi- 
dends and $100 in long term capital 
gains distribution would have to report 
this as taxable income and pay $20 in 


* Ibid. 


income taxes in the year in which he re- 
ceived it. 


Tax Treatment of the Holder of a 
Variable Annuity 


Under present provisions of the Internal 
Revenue Code the life insurance policy- 
holder or annuitant of a life insurance 
company pays no tax on interest accumu- 
lation on his investment since it is not 
considered “realized” income. Instead he 
pays tax at ordinary income tax rates on 
a certain portion of his annuity when he 
receives it. This is that part of the pay- 
ment not constituting the original capital 
investment. For a straight non-refund an- 
nuity, it is calculated by dividing the 
“cost” of the annuity, which in most cases 
is the sum of all the premium payments 
less any dividends received, by the num- 
ber of years of life expectancy of the in- 
dividual. Thus if a person with a life ex- 
pectancy of 15 years pays $15,000 for an 
annuity promising a lifetime payment of 
$1,200 annually, the annuitant would ex- 
clude $1,000 a year as return of principal 
and would report $200 as taxable income. 
($15,000 divided by 15 equals $1000, the 
“return of principal.” ) 

What advantages are there in present 
tax procedures for the variable annuitant? 
There are several. First, the greatest ad- 
vantage seems to be that he escapes pay- 
ing income taxes on interest or dividend 
income during the years when presumably 
he is in a relatively high income tax 
bracket. When he receives his annuity 
payments, he is probably in a much lower 
tax bracket and it is possible, if not prob- 
able, that he can escape taxes altogether 
due to his personal exemptions. Further- 
more, taxable income from an annuity 
qualifies for the retirement income credit 
under which 20 per cent of amounts up to 
$1,200 may be used as a credit against the 
tax otherwise payable.’ The exempt por- 


5 LR.C. Sec. 37(c)(1)(A), and Sec. $37(d)(1) 
and (8). 
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tion of the annuity does not reduce the 
taxpayer's retirement income eligible for 
this credit. 

Secondly, any capital gains attributable 
to his investment escape taxation in his 
hands during the period of accumulation. 
Furthermore, capital gains are not cur- 
rently reportable as income to the life in- 
surance company;® and so this portion of 
his profit can remain untouched by taxes 
at the level of the insurer as well and can 
be compounded over a long period of 
time, along with any interest or dividends 
credited to his account. 

Third, it may be possible for an investor 
to convert ordinary income into capital 
gains by selling his policy before maturity. 
An annuity qualifies as a capital asset, and 
sale of it at a profit would produce a 
capital gain.’ The possibility of a sub- 


®I.R.C. Section 1202, 83d Congress, 2d Ses- 
sion, p. 426. 
TER.C. See. 1202 and 1221; Senate Com- 


sion, p. 426. Gains made from surrendering an 
annuity to the insurer would be taxed as ordinary 
income, (I.R.C. Sec. 72(3)(1)(B) and 72(e) 
(2)) although the taxpayer has the privilege of 
spreading out the gain over a three year period if 
would reduce his tax (I.R.C. 72(e)(3)). 
loss from the surrender or sale of an annuity 
apparently not generally recognized. An early 
income tax ruling (1.T. 3567, 1942-2 C.B. 105) 
took the position that such a loss would be recog- 
Se ek ee ee es oe as 

superseded by Atkinson ov. Early, 175 F.2d 
138, in which it was held that no lose on the sale 
of an annuity would be recognized unless it had 
been purchased for profit. 


SFE 


dissenting judg 
fide sale, but one in which the taxpayer’s partners 


stantial gain on an annuity has not caused 
much concern up to now because the as- 
sets of the insurance company have been 
largely invested in fixed dollar obligations 
due to statutory restrictions. If legislative 
bars are let down and variable annuities 
permitted, the underlying assets would be 
invested in equities; and it is likely that 
over a long period of time substantial 
gains would be realized. Thus it is pos- 
sible that the variable annuitant in high 
income tax brackets could enjoy a tax 
shelter for compounded dividends for 
many years and then liquidate his policy 
and pay a maximum tax of 25 per cent. He 
could thus achieve substantial tax savings 
over what would be paid if he held mutual 
fund shares. 


Fourth, if the holder of an annuity con- 
tract outlives his expectancy, he neverthe- 
less continues to deduct from his annuity 
payment the amount previously deter- 
mined to be attributable to “return to 
principal.” Thus in some cases the an- 
nuitant will receive an indeterminate num- 
ber of payments tax free due to his un- 
expectedly long life. Furthermore, if the 
holder of an annuity contract who is cur- 
rently receiving payments decides to sell 
his contract after he has recovered his 
original principal, he treats any gain as a 
capital gain, as stated above. However, his 
cost basis for this gain can never be re- 
duced below zero.* If A pays $50,000 for 
an annuity to begin at age 60, he will be 
deemed to have received back his prin- 
cipal in approximately 18 years. After that 
he continues to receive his annuity and 
will recover more than his “cost.” How- 
ever, if he later sells the annuity, his cost 
basis would be zero; and his gain would 
consist of the selling price only. It would 
not be increased by the amounts paid after 


were mere pawns aiding in a sham transaction to 
evade taxes. While this was not an annuity con- 
tract, it would appear that the same principle 
would apply to annuities as apply to endowment 





§ LR.C, Sec. 1021. 
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the original “cost” had been returned to 
him. 


Fifth, any type of annuity offers an op- 
portunity to average out what constitutes 
taxable income during the payout period. 
An example will make this clear. Assume 
that a person age 60 has saved $30,000 
which is yielding him three per cent inter- 
est, or a taxable income of $900 annually. 
If this individual purchases a non-refund 
annuity and begins receiving $1,800 an- 
nually, approximately $1,650 will be ex- 
cluded for income tax purposes as “return 
of principal.” This leaves only $150 as re- 
portable income instead of $900, effecting 
a considerable tax saving. The reason for 
this result lies in the fact that each annuity 
payment is composed of interest and prin- 
cipal. In the early years of the annuity a 
greater part of the payment is made up of 
interest than tax rules recognize, and vice 
versa in the later years. Thus, if the in- 
vestor is willing to liquidate his principal, 
the annuity offers an offset to high taxes 
that is not available in the mutual fund. 


Finally, under the methods adopted for 
taxing varying amounts that would be 
paid a variable annuitant, the policyholder 
would not suffer, tax-wise, for years in 
which the amounts received are less than 
the amount calculated as “return of prin- 
cipal.” This too may be understood best 
by means of an example. Suppose a man 
age 64, with a life expectancy of 15.6 
years, buys on June 30, 1957, an annuity 
for $20,000 providing varying annual pay- 
ments for life. One year later, June 30, 
1958, he receives $1,000 as an annual pay- 
ment. His income tax on this amount is 
zero because his annual exclusion is 
$1,324.50, ($20,000 + 15.1 years, the life 
expectancy adjusted for annual pay- 
ments). The question arises: Does the 
annuitant lose the $324.50 which was not 
used as an allowable exclusion as “return 
of principal”? The answer is no. He has 
the option of recalculating his annual ex- 
clusion to take advantage of any such 


“losses.” Let us assume that in 1959 he re- 
ceived absolutely nothing and decides to 
recalculate his annual exclusion. The cal- 
culation would be: 


Total excludable in 1958 $1,324.50 
Total excludable in 1959 1,324.50 





$2,649.00 


Amount actually received 1,000.00 
in the two years 
— ” 





$1,649.00 
adjusted for annual 
payments 13.9 years 
Annual addition to amount 
formerly excludable 
($1,649/13.9) 
Total excludable from 1960 
and each year from then on 
($118.63 + 1,824.50) 


118.63 


$1,443.18 


In other words, any amounts lost as an 
exclusion in any year can be pro-rated out 
over the annuitant’s remaining life expec- 
tancy and deducted against any payments 
received during that time. Of course any 
amounts received over and above the an- 
nual return of principal, as defined above, 
are taxable in full as ordinary income.® 


Mitigating Factors 
The advantages for the variable an- 
nuitant are not quite as great as might be 
believed from the above discussion. There 
are several factors which reduce their sig- 
nificance: 


(1) If the retired annuitant’s income tax 
situation is such that he has reportable in- 
come over and above his exemptions, he 
now pays ordinary income tax rates on any 
amount not considered a return of prin- 


®See Income Tax Regulations, Commerce 
Clearing House (August 1958), p. 30, 116, or 
Reg. Par. 1.72-4(d)(S) iii. If the taxpayer elects 
to re-calculate his excludable portion, he submits 
the following information: (1) the original an- 
nuity starting date; (2) the date of the first day 
of the first period for which he received an 
amount in the current taxable year; (3) the in- 
vestment in the contract adjusted for eny refund 
feature; and (4) the aggregate of all amounts re- 
ceived under the contract between the date indi- 
cated in (1) and the day after the date indicated 
in (2), to the extent such amounts were exclud- 
able from gross income. 
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cipal. Presumably a substantial portion of 
his annuity would have resulted from 
capital gains earned over the period of 
accumulation. It is possible therefore that 
amounts which would have been taxable 
as long term capital gains in the hands of 
the mutual fund shareholder are taxed as 
ordinary income in the hands of a variable 
annuitant. This could be a serious disad- 
vantage for a retired taxpayer in a high in- 
come tax bracket. 

(2) Since none of the amounts received 
by the variable annuitant is considered 
“dividends,” the $50 annual exclusion and 
the four per cent credit applicable to divi- 
dends are not available to him as they are 
to shareholders of mutual funds. 

(3) The conduit principle is recognized 
in the case of mutual funds but only par- 
tially in the case of life insurance com- 
panies. Mutual funds pay income taxes 
only on undistributed investment income 
providing they-meet the requirements of a 
regulated investment trust. Life insurers, 
on the other hand, while they report no 
income from underwriting gains, do pay 
currently a tax on investment earnings in 
the amount of 7.8 per cent after an allow- 
ance for investment expenses.’® Legisla- 
tion now under consideration is likely to 
raise this tax considerably. Furthermore, 
life insurers are subject to gross premium 
taxes in most states in amounts ranging 
from one to three per cent, a tax which no 
other type of savings institution must pay. 
Presumably the gross premium tax would 
apply to variable annuities in most states 
unless special exemption were sought and 
granted. These state and Federal taxes 
seem to be significant in reducing the com- 
parative advantage which the variable an- 
nuitant might enjoy over the mutual fund 
shareholder. 


{4) Upon the death of the investor in a 
mutual fund the shares are valued in the 
estate at their fair market value. When 
the estate or the ultimate recipient sells 


101.R.C. Sec. 803(b) as amended. 


the shares, the cost basis is the fair market 
value in the estate and not the original 
cost to the deceased shareholder." Thus, 
the gain accumulated during the saving 
period in a mutual fund, if not realized 
during the lifetime of the investor, may 
escape income taxation altogether. In the 
case of the beneficiary of a deceased vari- 
able annuitant, the beneficiary takes the 
same cost basis as the annuitant and pays 
ordinary income tax on any excess pay- 
ments over the original annuitant’s cost.!? 
This factor would not be important in 
regular annuities since seldom would there 
be any substantial appreciation in the 
value of underlying securities, but in the 
case of variable annuities this sort of tax 
treatment might be a significant disad- 
vantage. 

(5) As noted above, when a variable 
annuity is sold or surrendered at a loss, 
apparently no loss is recognized. It is the 
position of the Commissioner that an an- 
nuity is entered into for reasons other than 
profit and is in the nature of a personal 
loss. It is not deductible.** However, sale 
of a mutual fund share at a loss results in 
a recognized capital loss which may be 
offset in full against other capital gains 
and deducted up to $1,000 a year for a 
total of five years against ordinary in- 
come.'* This gives some advantage to the 
mutual fund shareholder in case losses are 
incurred on the taxpayer's investment. 

(6) The principle established in the 
Phillips case * that profits from sale of an 
endowment policy create a capital gain 
appears to offer a definite method of 
avoiding the ordinary income tax which is 
imposed normally when a policy is sur- 
rendered or its cash value taken as an an- 


11. R.C, Sec. 2081, 2083, 1014(a)(b). 

@ER.C. Sec. 1014(b)(9)(A). There is a 
credit allowed against any income tax for any 
estate taxes paid since such income would be 
considered as “income in respect of a decedent.” 

18 Atkinson v. Early, supra. and I.R.C. Sec. 
165(c)(2). 

14T.R.C. Sec. 1211(b). 

15 P. W. Phillips, supra. 
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nuity. It is possible that Congress could 
change the rule or that the Commissioner 
could refuse to apply it to annuities, and 
thus this advantage would be lost. To use 
the phrasing of the Commissioner's at- 
torneys in the Phillips case, it should not 
matter how the fruit is wrested from the 
vine. The tax free dividends and capital 
gains accumulated in the variable annuity 
will probably ultimately either be taxed as 
ordinary income, or mutual funds will be 
given comparable advantages to even out 
any apparent inequity that might now 
exist. 

Weakening this advantage still further 
is the fact that insurance companies them- 
selves do not propose to make it easy to 
use variable annuities as a device to avoid 
taxes by obtaining capital gains or as a 
method of playing the stock market. Defi- 
nite restrictions on paying out lump sums 
to holders of variable annuitants now exist 
in the Prudential plan, and presumably 
these restrictions would be enforced on all 
insurers under any legislation authorizing 
variable annuities. 


Conclusions 

While it is difficult to weigh objectively 
the tax advantages and disadvantages of 
the position of the variable annuitant, it 
seems to the writer that the balance is cur- 
rently in favor of the holder of the vari- 
able annuity. However, it does not follow 
that because of this alone the variable an- 
nuity should continue to be prohibited in 
most states as it is now. It should be re- 
membered that variable annuitants are not 
the only class of individuals receiving 


favorable tax treatment in this country. To 
list just a few well known classes of this 
nature: 


(1) Millions of employees are now ac- 
cumulating tax free benefits from qualified 
employee pension plans, an increasing 
proportion of which are invested in com- 
mon stocks. 

(2) Shareholders of certain mutual 
funds investing in foreign, particularly 
Canadian, securities enjoy exemption from 
dividends and capital gains which remain 
undistributed. 

(3) Homeowners may accumulate tax 
free profits from the sale of a residence if 
the profits are reinvested in another house 
within a specified period. 

(4) Investors in oil property may de- 
duct against ordinary income generous de- 
pletion allowances and then sell the in- 
vestment and obtain capital gains treat- 
ment on the resulting profits. 


It would appear that the tax advantages 
of a variable annuity ought not to be con- 
sidered a serious reason for opposing the 
introduction of this device as a tool for 
effecting a realistic program of retirement 
security. This might be compared to pro- 
hibiting the automobile because it might 
ruin the buggy industry. Rather, mutual 
funds should strive to obtain comparable 
tax status. Any opposition to variable an- 
nuities, both from a viewpoint of effective- 
ness and logic, certainly ought to be based 
on reasons other than the fact that annui- 
tants might improve their lot by using this 
device. 








THE IMPACT OF INCREASED LIFE INSURANCE 
PURCHASES ON THE CONSUMPTION FUNCTION 


Rosert W. Strain * 


Fifteen years ago, Paul Geren, writing 
in The Journal of Political Economy, ex- 
pressed a commonly-held view that the 
existence of an insurance system in a so- 
ciety tends to increase the average pro- 
pensity of that society to save.' This 
tendency was held to be greater to the 
extent that life insurance dominated all 
forms of insurance written. If one were 
to accept Gerens’ thesis, the growth of the 
legal reserves of life insurance companies 
in recent years would force one to con- 
clude that society’s average propensity to 
consume has diminished. 

The purpose of this paper is to examine 
some of the bases upon which Geren’s 
thesis rests, inquire into the validity of 
the proposition, and show how an oppos- 
ing view might be supported. If the re- 
lationship between the operations of an 
insurance system embodying savings and 
the society’s consumption function can be 
established, one can better understand 
and attempt to predict the impact of a 
proportional increase in the use of life 
insurance on that society. This paper will 
be restricted to a consideration of the long 
run, as life insurance contracts generally 
extend for a number of years. 


When a person purchases insurance to 
protect his life, property, or future in- 


* Dr. Strain is presently a Member of the State 
Board of Insurance for the State of Texas and is 
on leave of absence as Associate Professor of In- 
surance from The University of Texas from which 
this article was prepared and submitted in 1957. 

1Geren, Paul, “The Contribution of Life In- 
surance to the Savings Stream,” The Journal of 
Political Economy (February, 1943), p. 40ff. 


come, his premium may be considered as 
going into two channels. If he buys a 
permanent form of life insurance or an 
annuity contract, a varying proportion will 
go into a so-called savings account. The 
other portion of the premium (excluding 
the amount necessary to meet the operat- 
ing costs of the insurer) consists largely 
of a contribution to a group destined for 
transfer to group members for losses suf- 
fered. 

By the same token, portions of pre- 
miums paid for property-liability covers 
go into a temporary savings fund (such 
as the unearned premium reserve) and 
into a fund for the payment of immedi- 
ate losses. The emphasis in this paper will 
be upon the effects of life insurance pre- 
mium payments. 

Geren stated in his article: 

Considering that so much life insurance 

savings come from the lower income 

groups, who perhaps would not have saved 
without this spur (agency persuasion), 
while the upper income groups, whom life 
insurance spares the necessity of making 
all provision by saving, perform so small 

a proportion of other savings through life 

insurance, my own judgment is that life 

insurance operates to increase the (aver- 
age) propensity to save above what it 

’ would be without a system of life insur- 
ance.” 

The concluding portion of this quota- 
tion suggests the significance of the effect 
of risk on savings and consumption from 
two points of view: (1) a society which 
has no insurance system and (2) a society 
with an insurance system. 

2 Geren, op. cit. 
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A Society Without Insurance 


The members of a society in which the 
institution of insurance has not been 
founded face the necessity of creating out 
of current income voluntary, self-sustain- 
ing reserves against the uncertainties con- 
fronting them in their family and business 
life. It is clear that additions to such re- 
serves out of current income would retard 
consumption. The degree of this retard- 
ation would depend upon several factors, 
including the level of societal income,* the 
awareness of people with respect to the 
risks they face,* the extent of peoples’ un- 
certainty, the degree of their security- 
mindedness, their willingness to assume 
the risks without accumulating reserves, 
the availability of media through which 
savings might be channelized and accumu- 
lated, and the extent of governmental 
regulations.® 


Effect of Level of Income 


The lower the average level of societal 
income, the less will be saved out of cur- 
rent income. The limited additions to re- 
serves which would be made by people 
with such low incomes would have little 
effect upon their propensity to consume. 
Conversely, the higher the average level 
of societal income, the greater the saving 


3A society with a “low” level of income per 
capita and classed as a “poor” society in terms 
of capital goods would have presumably an aver- 
age propensity to consume close to 100 per cent 
of its current income. The need for purchasing 
subsistence needs results in the consumption of 
virtually all of its current income. 

*Family or business units may be unaware 
that the temporary disability of the unit head 
constitutes the greatest risk based on frequency 
of occurrence, although the problem is less severe 
from a severity basis. Reserves may be un- 
wisely accumulated against risks where frequency 
makes the peril appear more important to the 
unit, whereas the limited severity of losses aris- 
ing from such perils indicates that reserves need 
not be large. 

5 Governmental regulations may require that a 
motorist maintain reserves of a sufficient magni- 
tude to guarantee his financial ability to pay losses 
suffered by others traceable to his negligent 
operation of a motor vehicle. 


and the lower that society’s propensity to 
consume. The greater the extent of sav- 
ing, the greater the proportionate decline 
in consumption. 

The distribution of existing income in a 
society would affect the extent to which 
people could allocate funds to reserves. 
To the extent that income is concentrated 
in the hands of a few, total savings will be 
higher and consumption lower. As the 
societal income is more equitably dis- 
tributed in terms of each person getting 
approximately the same amount, savings 
out of current income on the average 
would be lower, additions to reserves 
would be lower, and consumption would 
rise.® 
Awareness of Risk and Other Factors 
Affecting Reserve Accumulation 


The greater the awareness of societal 
units to risk, the greater will be the tend- 
ency of people to allocate a portion of 
their income to reserve accumulations, as- 
suming a constant level of income. Fur- 
ther, given a certain degree of security- 
mindedness and level of income, the 
greater the uncertainty of members of 
society about the future, the greater will 
be the level of reserves and the magnitude 
of additions from current income to those 
reserves. Such additions will diminish the 
propensity of such groups to consume. 
Obviously, if people are willing to assume 
loss costs out of current income rather 
than build reserves for possible contin- 
gencies, savings will not be increased due 

® Perhaps this is what Geren had in mind when 
he spoke of the differing proportions of income 
put into life insurance savings by the various in- 
come groups. He emphasized the persuasive 
force of the agent on the different income 
groups, suggesting that the higher income groups 
were not encouraged to save through life insur- 
ance as much as the lower income groups. To 
this thesis this writer would not agree, for the 
wealthier groups constitute to best prospects for 
insurance because of their ability to afford such 
protection in even greater amounts than those 
that are “adequate.” Consequently, there is less 


reason to believe these higher income groups are 
neglected by life insurance agents, 
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to the risk factor, and the propensity to 
consume will not be diminished. As is 
true with respect to all factors under con- 
sideration, the final answer depends upon 
the weight assigned to each variable and 
to the type of answer arrived at with re- 
spect to people’s attitudes and actions. 

It might be argued that the availability 
of media through which savings might be 
channelized and accumulated will affect 
the savings process and consumption 
levels. In the absence of some estab- 
lished intermediary, crude institutions 
would be created to service these reserves. 
It is the view of this author that although 
savings intermediaries do facilitate the 
maintenance of reserves, the mere fact of 
their presence or absence is a minor de- 
terminant of the magnitude of such re- 
serves. The level and distribution of in- 
come, the awareness of risk, the extent of 
uncertainty, and the degree of peoples’ 
security-mindedness play far more sig- 
nificant roles. As to governmental regula- 
tions, it is unlikely that they would have 
any appreciable effect upon consumption 
in a poor society where practically no re- 
serves have been accumulated out of past 
income. They might have a greater effect 
in a society with a higher level of income, 
but again, they would be much less sig- 
nificant than the other factors discussed. 


Conclusion 


A society lacking an insurance system 
may well reduce its average propensity to 
consume through the necessity of main- 
taining its own reserves. Such a society 
would need to save out of current income 
at a rate that would be higher than would 
be necessary if a system such as insurance 
were available for the sharing of risks. 


A Society With Insurance 


The second set of circumstances within 
which Geren developed his conclusion in- 
volved a society with a voluntary insur- 
ance system. His conclusion is that “life 


insurance increases the propensity to save 
on the average above what it would have 
been without a system of life insurance.” 

In the society in which risks are trans- 
ferred to an insurance institution, pre- 
mium payments in part constitute sav- 
ings.” It is thus evident that the purchase 
of insurance results in additions to savings 
insofar as the savings portion of the pre- 
mium is concerned. The magnitude of 
these savings will vary depending upon 
the distribution of types of contracts writ- 
ten, e.g., term versus endowment, and the 
amount of coverage written. 

With an insurance system in existence, 
why should a society’s average propensity 
to save be increased with the purchase of 
insurance? Is it merely that what is saved 
is not consumed; and when insurance in- 
cludes savings, the purchase of additional 
coverage increases aggregate savings? 
The affirmative seems to be the obvious 
answer. However, further analysis is 
necessary. 


Budgeting for Uncertainty 


One of the advantages of insurance is 
that it is possible for a person to budget 
more effectively the necessary savings to 
meet the uncertainties of life. If the insti- 
tution of insurance is not available, a per- 
son must set aside enough in savings to 
cover the entire possible loss or as much 
of it as he feels he wants to cover. With 
insurance it is possible to contribute a 
limited amount to a group faced with 
similar exposures. This amount is both 
smaller and more objectively determined 
than is true when the person establishes 
a saving program to meet his risks. To 
the extent that this more appropriate allo- 
cation to meet risk is possible, savings 
from present income on the average ought 
to be lower and consumption can be 


7 A portion of the premium payment represent- 


ing the cost of the service of the intermediary is 
included by imputation in national income ac- 
counting with respect to consumption expendi- 
tures. 
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be higher. This, then, is one way in which 
the existence of insurance, as compared 
with a society without insurance, can in- 
crease the average propensity to consume. 


Effect of Insurance on Other Forms 
of Saving 

If insurance were the only form of sav- 
ing decision, limited agreement might be 
possible with Geren’s view that the pur- 
chase of insurance decreases average pro- 
pensity to consume. However, the pur- 
chase of insurance is but one form of 
saving; and the effect of increasing in- 
surance holdings on alternative methods 
of saving must be considered. According 
to the theory of consumer choice, the con- 
sumer will allocate his expenditures 
among the objects of his desires in such 
a way as to maximize both his present and 
future satisfactions. If it be assumed that 
a person is concerned with the risks to 
which he is exposed, he must take some 
action for offsetting them. Unless an indi- 
vidual has no concern for the future and 
consumes all of his income for current 
needs, he must either save or insure. If 
insurance is bought to offset possible 
losses, the individual need not engage in 


other savings activities to meet these losses. 
Hence, the insured individual would 
have a higher propensity to consume 
at a given level of income than would 
an uninsured person. He would have 
a reduced “post-insurance” balance of sav- 
ings over his “pre-insurance” balance. 
Moreover, at an increased level of income 
it would seem that such an insured indi- 
vidual would have a higher propensity 
to consume on the average than would an 
uninsured individual, for the uninsured 
person would have to provide for contin- 
gencies to which he is exposed. 

When viewed as a portion of aggregate 
savings out of current income, the use of 
insurance by a society results in that so- 
ciety’s average propensity to consume 
being increased, not decreased. Given the 
supply of aggregate savings in a society, 
the existence of insurance savings, as a 
portion of that aggregate, will increase 
society’s propensity to consume over what 
it would have been without such insur- 
ance savings. Moreover, this appears to 
hold true even if the insurance system 
used does not include the savings feature 
in its life insurance contracts. 








THE NATURE OF BUSINESS RISK 


Joun H. Brcxiey 


Public Utility Consultant 


“To live and labor in uncertainty is the 
common lot of all men. Life and health, 
property and income, are all exposed to 
countless dangers. The precariousness of 
the results of human effort has been a fa- 
vorite theme of poets and philosophers of 
all ages. “The best laid schemes o’ mice 
an’ men Gang aft agley,’ and the possi- 
bility of such mischance profoundly modi- 
fies the conduct of rational beings.” 1 


The Significance of Business Risk 
in Utility Rate Regulation 


The Pronouncements of the Supreme 
Court 


The United-States Supreme Court, over 
a period of many years, has enunciated 
various criteria by which the reasonable- 
ness of the earnings of public utilities and 
common carriers is to be determined. One 
of these, the risk of the business, is the 
subject of this discussion. The Court has 
said that earnings should be commen- 
surate with risk and the returns on invest- 
ments in other business undertakings 
which are attended by corresponding 
risks and uncertainties.” 

In regulatory action and court decisions, 
attention has been focused mainly on fi- 
nancial integrity, the ability to attract 
capital, interest on debt, earnings and 
dividends on capital stock, and the market 
prices of securities. This might be ex- 
pected, for the evidence on these subjects 
may seem to be more tangible than that 
~ 1 Allan H. Willett, “The Economic Theory of 
Risk and Insurance” (New York: The Columbia 
University Press, 1901), p. 25. 


2 Willcox v. Consolidated Gas Company, 212 
U.S. 19, 48; Bluefield Water Works & Improve- 
ment Co. v. Public Service Commission, 262 U.S. 
679. 


in regard to risk. Yet, all of the other fac- 
tors are affected by the risks of the enter- 
prise. Consequently, a fully informed de- 
termination of reasonable earnings re- 
quires consideration of risk. In addition, a 
distinction must be made between the 
risks of the enterprise and those of in- 
vestors, because both are important, but 
stem, in part, from different circum- 
stances. It appears, however, that the risk 
to which reference is made is primarily 
that of the enterprise itself and not that 
assumed by each class of investors, al- 
though it is recognized that the latter 
have different degrees of risk. In any 
event, enterprise risk is a more basic and 
fundamental consideration than inves- 
tor’s risk. Investors are subject to risks 
caused also by their position in the busi- 
ness, which is a matter of their own 
choice; the financial structure; the se- 
curity markets; the quality of manage- 
ment; as well as by the external forces 
that bear upon a business. 

The decisions of the Supreme Court 
indicate that the returns of companies 
having relatively little risk and relatively 
high stability of income should be less 
than those realized by enterprises which 
do not possess these qualities. But little 
explanation has been given of the nature 
and kinds of business risk, the conditions 
giving rise to risk, what circumstances 
evidence risk, or of how corresponding 
risks and uncertainties are ascertained. 

In comparisons of returns realized, util- 
ities or common carriers are to be com- 
pared, presumably, with manufacturing 
or other unregulated industries, or one 
utility industry, such as electric, is to be 
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compared with another, such as gas, water, 
telephone, or railroad; or a company in one 
industry is to be compared with others 
in the same industry or in other indus- 
tries. The electric utility industry might 
be compared with manufacturing, such as 
food, tobacco, or chemicals. Or one elec- 
tric company might be compared with 
others, because all do not have the same 
risk. But for an adequate appraisal of 
risk and returns, a regulated enterprise 
must always be compared with an un- 
regulated one, for one function of regu- 
lation is to serve as a substitute for the 
competition which exists in unregulated 
enterprise. 

If the comparisons are meaningful, it 
may be understood that utility returns 
should equal these realized by other in- 
dustries, after allowance is made for any 
material difference in risk. 

The Court’s pronouncements raise five 
important questions. First, what is the 
nature of business risk? Second, what 
causes risk and what kinds are there? 
Third, what is the evidence of risk and 
where is the proof found? Fourth, how 
can corresponding risks and uncertainties 
be ascertained and evaluated? Fifth, can 
there be an exact quantitative measure- 
ment of the degree of risk? A discussion 
of business risk should answer all five 
questions if it is to serve a useful purpose 
in utility regulation. Consideration will 
be given at this time to the first question. 


Risk is Inherent in Business 
Enterprise 

Risk is ever-present in business enter- 
prise, and it is through the willingness to 
assume risk that an economy prospers and 
grows, that people have a larger choice 
of goods and services, that living stand- 
ards are bettered, and profit opportunities 
—also chances of loss—are created. De- 
stroy this willingness, and an economy 
stagnates; for there then disappear the 
incentives which are necessarily accom- 


panied by risk. This is not to say that risk 
is productive in itself; for, as will be seen, 
risk is uncertainty in regard to given 
events; and uncertainty is not a factor of 
production. But the willingness to take 
risk is an unavoidable incident of capital 
investment; and capital is an essential fac- 
tor in the creation of wealth. An enter- 
priser also risks his labor. Thus, while risk 
is not productive, all production is ex- 
posed to risk. No one desires uncertainty, 
and people do not invest their savings 
or expend their labor because of risk. 
They seek the rewards of production 
through land, labor, capital, and enter- 
prise, all of which entail risk. 

Although all business enterprises have 
risk and an element of speculation, there 
is a difference in degree. And risk changes 
with time and circumstances. Most new 
industries and firms have considerable un- 
certainty at their inception; and the mor- 
tality rate is high. But the extent of risk 
is proved only with the passage of time, 
because there is frequently a difference 
between what is expected to happen and 
what does. Viewed in retrospect, the haz- 
ards of many enterprises have been less 
than those that were thought to exist 
when the firms were launched. On the 
other hand, some industries have been 
exposed to more risk than was commonly 
believed to be present, as in the case of 
railroads and local transit companies not 
sO many years ago. Some chemical enter- 
prises were once thought to be highly 
speculative, yet the industry as a whole 
realized profits during the depression 
years 1931-1935. Railroads, a compara- 
tively old industry, suffered greatly even 
though the securities of the industry were 
once highly regarded. 

The Meaning of Business Risk 

This will not be an exercise in seman- 
tics, although consideration of semantics 
is frequently essential to communication 
of ideas. When the evidence of business 
risk is reviewed later in this discussion, 
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there will be presented an hypothesis 
which depends upon the senses in which 
the words “risk” and “uncertainty” are 
used. For this reason, we shall start with 
definitions. 


Definitions of Risk, Chance, Probability, 
and Uncertainty 

The nature, or meaning of business risk 
depends upon the sense in which it is re- 
ferred to, and also upon the senses in 
which three other words are used. The 
latter are chance, probability, and uncer- 
tainty. Webster defines risk as hazard, 
peril, exposure to loss or injury, and, as 
related to insurance, the chance of loss 
and the degree of probability of such loss. 
Chance, as defined, includes something 
that befalls as a result of unknown or 
inconsidered forces; a possibility of some- 
thing happening; and a hypothetical agent 
regarded as determining what happens. 
Probability means the quality or state of 
being probable, or that which is likely to 
occur. Something is probable when there 
is more evidence for than against it, or 
when there is more evidence to expect or 
believe it than not. Uncertainty means 
that which is not sure or dependable and 
which is not established as a fact. 

By definition, risk is associated with 
loss, damage, or injury. Chance, proba- 
bility, and uncertainty recognize the pos- 
sibility of gain or loss. Uncertainty of loss 
must assume the possibility of gain. If 
the probabilities are only of loss, there is 
little uncertainty of its occurrence. But 
probabilities may point to gain. In ad- 
dition, chance, probability, and uncer- 
tainty vary in degree, as does risk. The 
extent of gain or loss also varies. There- 
fore, a definition of business risk should 
include the possibility of gain as well as 
loss and should have reference to both 
uncertainty and probability. But before a 
definition is formulated, the senses in 
which the four words mentioned will be 
used should be explained. 

Risk may be subjective or objective in 


its meaning. In a subjective sense, it may 
denote the act of taking risk, such as 
when a person starts a business or makes 
an investment; or it may denote the risk 
that one believes to exist. In an objective 
sense risk pertains to the conditions that 
affect the outcome of business and which 
are independent of one’s belief concerning 
them. Since this is the actual risk, it can 
be known only after the fact and not be- 
fore. 

Chance and probability will be con- 
sidered together. It has been said that 
accident and chance are but evasive 
acknowledgements of our ignorance. 
Chance, in a subjective sense, means that 
the reason for an occurrence cannot be 
explained because of the imperfections of 
our knowledge. But some chances can 
be explained and foreseen. In such event, 
chance is objective; and it depends upon 
the degree of probability of the occur- 
rence of a thing or event. 

Probability has been defined as that for 
which there is more evidence for than 
against. But evidence, in this sense, means 
an outward sign or indication or that 
which furnishes any mode of proof. 
Hence, evidence depends upon what is 
known or that which can be deduced 
from things known. Probability itself is 
objective in that it is independent of the 
views of persons regarding it and cannot 
be changed by those views. The degree 
of probability may or may not be known; 
but in either event it is objective because 
it depends upon external conditions. It 
may vary from zero, or no probability, to 
one hundred percent, or complete prob- 
ability. Like chance, probability is sub- 
jective only in the sense that the reason 
for an occurrence cannot be explained. 

Uncertainty, too, may be either objec- 
tive or subjective. Since it pertains to that 
which is not sure to happen, it admits the 
possibility that a thing may happen. Un- 
certainty is objective when there are pre- 
ceding means by which the degree of un- 
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certainty can be ascertained from the 
conditions attending it. The uncertainty 
as to which side of a tossed coin will come 
up or which color of card will be drawn 
from a deck is of this kind. Uncertainty 
is subjective when there are no previous 
means of accompanying circumstances by 
which the degree of uncertainty can be 
ascertained. This is due to the limitations 
of our knowledge, and the uncertainty is 
that which exists in our minds. Never- 
theless, although there may be no preced- 
ing means for determining the degree of 
uncertainty, the effects of the conditions 
giving rise to uncertainty may be ascer- 
tained after the occurrence of events. This 
does not mean that subjective uncertainty 
would then become objective. It does 
mean, however, that the degree of risk 
that actually existed can be determined, 
whatever may have been the extent of 
subjective uncertainty. 

Uncertainty in the business world is 
generally subjective, and its appraisal is 
a matter of judgment. The judgment of 
one person may be superior to that of 
another; but it can never be wholly de- 
pendable, unless all relevant and material 
facts are known and properly understood, 
including what the outcome of a business 
will be. But if outcome is known with 
certainty, which is highly improbable, 
there is no longer either uncertainty or 
risk, even though the result is failure. 


Business Risk Defined 


Business risk, in the sense in which the 
term will be used, may be defined as the 
uncertainty in regard to the outcome of 
business surrounding the probability of 
loss or gain and the amount thereof. Al- 
though risk is usually defined as the un- 
certainty in regard to loss, because that 
is the unfavorable circumstance, even 
this definition must admit uncertainty in 
regard to gain, which is the favorable cir- 
cumstance. In addition, there is not only 
uncertainty as to whether the outcome 


will be loss or gain, but also uncertainty 
as to the extent or amount. This question 
of extent is important in financial matters. 

Risk has also been defined as the “ob- 
jective correlative of the subjective un- 
certainty. It is the uncertainty considered 
as embodied in the course of events in 
the external world, of which the subjec- 
tive uncertainty is a more or less faithful 
interpretation.” * Objective risk, as the 
correlative of subjective uncertainty, 
means the risk in regard to the conditions 
that affect the outcome of business. When 
the effects of these conditions cannot be 
predetermined with accuracy because 
there are no preceding means for depend- 
able judgment, subjective uncertainty 
arises. 

Risk, in a subjective sense, is not the 
loss itself; it is the uncertainty about the 
loss and as to how certain conditions, 
which may be known to exist, will oper- 
ate. While it is known that changes occur 
in demands for the products of industry 
and that these changes may cause losses, 
it is not the change that constitutes the 
risk. It is rather the uncertainty about 
time and extent of change and what the 
effect will be. But in an objective sense 
the risk is embodied in the fact that de- 
mands do change and that these changes 
may cause losses or gains. The possibility 
of change and the effects thereof consti- 
tutes the risk. There is evidence of risk in 
an objective sense and of subjective un- 
certainty. Both should be explored. 


The Importance of Probability 
to Uncertainty 


Two Kinds of Probabilities 

Probabilities help to unlock the door 
of uncertainty, even as to the future, pro- 
vided the probabilities are known. They 
are of two kinds. Some probabilities can 
be foreseen and are susceptible of reason- 
ably accurate forecast. They can be 
counted upon to happen, but not when 


3 Willett, op. cit., p. 29. 
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or to what extent in a particular instance. 
Such probabilities are found in games of 
chance, and in other matters also. When 
a coin is tossed, the probabilities are one 
for head to come up and one for tail. Here 
is an illustration of complete uncertainty, 
because the chances are even—either side 
of the coin may come up. If from a box 
containing six red marbles and three 
black, one is picked at random, the prob- 
abilities are two for red against one for 
black. The chances in this case are un- 
even, red having the greater probability. 
In this instance, uncertainty is reduced, 
even though only red or black can be 
drawn. If a box contains ten marbles, six 
of which are red, three black, and one 
white, and one is picked at random, the 
degree of uncertainty is different from 
that in the other cases mentioned. The 
probabilities would be one-tenth for pick- 
ing white at random, against three-tenths 
for black and.six-tenths for red. 


On any single toss of a coin, or draw 
from the marbles, the uncertainty is as 
much as on any other toss or draw. But 
with many tosses or draws, the aggregate 
result will convert single uncertainty into 
some pattern of certainty. This change 
occurs because with many tosses and 
draws there will be a dispersion about 
the central tendencies measured by prob- 
abilities. 

The foregoing illustrations have been 
used because they demonstrate the im- 
portance of the relation between uncer- 
tainty and probability. Uncertainty is 
greatest when chances are even, as in the 
tossing of a coin. But from the point of 
even chances, uncertainty gradually dis- 
appears as probability approaches zero 
and as it approaches one hundred per 
cent. If there is no probability of a thing 
happening or if it is sure to happen, there 
is no uncertainty. 


Precalculable Probabilities 
Some risks can be estimated with rea- 


sonable accuracy because our knowledge 
of probabilities is sufficient for the pur- 
pose. The risks of damage or destruction 
of property by fire, explosion, wind, and 
flood are of this kind. Such probabilities 
can be insured against, either by contract 
with others or by self-insurance. The cost 
of the insurance would be charged as a 
current cost of the business. There is then 
said to be no risk, because a possible loss 
is foreseen and advance provision is made 
for it. But provision for losses by means 
of insurance does not eliminate uncer- 
tainty, unless no uncertainty exists. Such 
losses are inevitable; but there is uncer- 
tainty as to whom they will strike, when 
an event will happen, and the extent of 
the loss. The basic difference here is be- 
tween provision for a loss before it occurs 
and the absorption of a loss after it takes 
place, or in when and how the effects of 
occurrences are met. 

When a person pays fire insurance pre- 
miums, he does so because of a proba- 
bility that he will experience damage or 
destruction of property by fire. But there 
is no certainty that he will or to the ex- 
tent for which provision is made. The 
purpose of the insurance is to transfer risk 
to the insurer, or the cost of actual losses. 
Nevertheless, the insured is confronted 
with uncertainty as to whether any dam- 
age suffered will be equal to, or more, or 
less than the premiums paid. The insurer 
likewise incurs a risk. There is an uncer- 
tainty in regard to cost for both the in- 
sured and the insurer. If the insured is a 
business enterprise and income is suffi- 
cient to cover all costs, insurance pre- 
miums are recovered through sales. This 
is the extent to which risk is removed. 


Unpredictable Probabilities 

There are other probabilities with 
which uncertainty might be more appro- 
priately identified. These are probabilities 
that cannot be estimated in advance with 
reasonable accuracy. The kinds of proba- 
bilities might be known, but their occur- 
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rence in time, number, and extent are 
incalculable. The uncertainty surrounding 
such probabilities is the subjective uncer- 
tainty to which reference has been made. 
In business these probabilities are the 
imponderables that give rise to the major 
uncertainty and risk. They are the con- 
ditions of the business world that have a 
potent influence on profit or loss. The 
reason for the imponderables will be- 
come clearer when the types of business 
risk are examined. From this point, the 
discussion of business risk will relate to 
this kind of uncertainty, or the uncer- 
tainty due to unpredictable probabilities. 

Business, however, is not purely chance. 
It is not like the tossing of a coin, the 
drawing of cards from a deck, or the 
throwing of dice, in which probabilities 
can be calculated. Neither is it usually 
pure risk, in which there is no chance of 
gain. At least no rational person would 
embark upon a business if he believed 
that gain were impossible. In addition, 
business is not usually at the point of even 
chances, that point at which uncertainty 
is greatest. The probabilities are generally 
more in one direction than in the opposite, 
even though the probabilities cannot be 
calculated in advance. 


The Importance of the Past 

Risk, probability, and uncertainty per- 
tain to the future. But the future of all 
things, except death of the mortal being, 
is shrouded in uncertainty. The uncer- 
tainty arises from the limitations of our 
knowledge. Although reasonably accurate 
estimates can be made of certain risks 
for which probabilities are calculable, 
there cannot be a quantitative measure- 
ment of the degree of risk due to those 
causes which are not calculable on an ac- 
tuarial basis. 

Efforts are made constantly to improve 
our ability to forecast the future, but im- 
perfection will continue. The only road 
to the future that is known today is that 
leading from the past. Hence, all fore- 


casts must be predicated upon an under- 
standing of past events, which itself is 
often limited. A mere recital of events is 
insufficient. There are two requisites. 
First, there must be found in the past an 
orderly and persistent pattern of events 
for which a causal explanation is known. 
Second, there must be known whether 
and how the future may be identified 
with the past, and “whether the range of 
possible future changes . . . can be com- 
pared with the range of relevant changes 
in the past within which the systematic 
pattern persisted.” ¢ 

Because risk and uncertainty relate to 
the future, and because our knowledge of 
the changes that may occur is so limited, 
it might appear that a comparison of 
business risk is stalemated.The situation, 
however, is not that dismal. There is no 
reason to believe that the Supreme Court 
has imposed an insuperable task on util- 
ity rate regulation. The task is difficult, 
but a solution must and can be found. 
The solution may not be a perfect one 
but should be reasonably sound and work- 
able. The first problem is to find the best 
solution. If this can be done, it should be 
sufficient for the task at hand. 

The Supreme Court has indicated a 
way. It has referred to returns on invest- 
ment. Such returns and the stability 
thereof, when properly determined, are 
the only definitive measures of business 
risk. The returns must be those of the 
past and the present. The returns have 
been associated with those of business 
undertakings having corresponding risks 
and uncertainties. These risks and uncer- 
tainties may reasonably be those of the 
past. Present uncertainties would be with 
respect to the future, which cannot be 
calculated. Hence, only the past can pro- 
vide dependable evidence of risk in an 

*See Simon Kuznets, “Concepts and Assump- 
tions in Long-Range Projections of National 
Product,” Long-Range Economic Projections 
( N.J.: Princeton University Press, 
1954), pp. 9-16. 
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objective sense. This is why emphasis 
must be placed on the importance of how 
probabilities become translated into real- 
ities, and the fact that the conditions giv- 
ing rise to uncertainty can be ascertained 
only after the occurrence of events. Al- 
though risk and uncertainty pertain to 
the unknown future, the only practicable 
approach is to the risk of the past, even 
though the risk of today may be different. 
But past risk must be modified, when 
possible, by current knowledge as to the 
difference between the past, present, and 
future. 

The subject of business risk might be 
viewed in a more useful way if less em- 
phasis were placed on uncertainty, ex- 
cept that due to instability. The returns 
of industry should be, and generally are, 
commensurate with the relative degree 
of adverse and favorable forces and con- 
ditions that operate on business. The rea- 
sonableness of returns might better be 
regarded in reference to all conditions, 
favorable and unfavorable, that affect the 
outcome as measured by profit or loss and 
the amount and stability thereof. 


The Evidence of Business Risk 


The nature of business risk has been 
explained. Two questions remain to be 
answered. What is the evidence of busi- 
ness risk and where is the proof found? 
How can corresponding risks and uncer- 
tainties be ascertained? 

Objective Risk 

First will be sought the evidence of 
business risk in an objective sense, or of 
risk as the objective correlative of subjec- 
tive uncertainty. This uncertainty is due 
to lack of knowledge as to how various 
dynamic forces will affect the outcome of 
business, which is profit or loss and the 
amount thereof. Objective risk is em- 
bodied in these conditions, which are 
largely unpredictable. They are the im- 
ponderables that cause the greatest un- 


certainty and, in their effects, the greatest 
risk. 

An obstacle is encountered immedi- 
ately if one is confined to risk in a literal 
sense, which pertains to the future. The 
future is unknown, especially in regard 
to the probabilities with which there is 
the most concern. Consequently, there 
can be no objective appraisal of such risk. 
The only evidence would be in the types 
of risk or probabilities. But these cannot 
be evaluated, except by personal judg- 
ment; and the uncertainty would then be 
subjective. When judgment enters, objec- 
tive appraisal departs, no matter how ob- 
jective one may consider himself to be. 

Because of the limitations of knowledge 
concerning the future, an examination of 
objective risk must be confined to past 
experience. This is a reasonable proce- 
dure, because it will show the manner 
and extent to which favorable and ad- 
verse forces that have existed in the past, 
including the recent past, have affected 
the outcome of various types of industry. 
Moreover, even in the case of insurable 
losses due to damage or destruction of 
property by fire and similar occurrences, 
probabilities are estimated on the basis 
of past experience, modified, if necessary 
and possible, by changes which are likely 
to occur in the future. Since this is a 
sound procedure for estimates of insurable 
losses, it is likewise a sound method for 
arriving at a conclusion as to the rela- 
tive risks of different enterprises due to 
unpredictable conditions. That is, the 
best evidence of present risk is gained 


from past experience, modified, if knowl- 


edge is adequate, by probable future 
changes. Experience is the least fallible 
guide of human opinions. 


Cause and Effect 


Risk and uncertainty, by definition, are 
related to loss, and also to gain, because 
uncertainty in regard to loss admits the 
possibility of gain. But there may be a 
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question as to which is cause and which 
is effect in the relationship. Does the 
degree of risk depend upon loss or gain, 
or does loss or gain depend upon the de- 
gree of risk? Or are they interdependent? 
Risk is the uncertainty embodied in ex- 
ternal forces, or probabilities that bear 
upon a business. Loss or gain is the re- 
sult of how these forces have operated. 
Consequently, it may not be said that risk 
and profit or loss are mutually dependent. 
One depends on the other, and profit or 
loss is dependent upon risk. 

There is another question, and it per- 
tains to the measurement of risk. Loss or 
gain is a function of risk; but can the 
degree of risk, which is the independent 
variable, be determined by the dependent 
variable—gain or loss? While one vari- 
able which is unknown can be estimated 
from the other which is known, there can 
be no precise measurement of the de- 
gree of risk from a scale of profit and loss. 
To the extent that loss or gain may be 
used for the purpose, there will be ob- 
tained only an indication of the relative 
extent of risk. This is sufficient. 


Relation Between Risk and Loss 
or Gain 


But several other questions might be 
asked. First, does a gain evidence small 
or great risk; conversely, does a loss evi- 
dence great or little risk? Second, can 
profit evidence either little or great risk; 
and can loss evidence either large or small 
risk? And, third, is risk evidenced by nei- 
ther loss nor gain? The third question has 
been answered. The gains and losses of 
the past have been a product of the risks 
that existed; they have been due to the 
weight of favorable and adverse condi- 
tions. The gains or losses of the future 
will likewise depend upon the then risks, 
or upon the weight of forces that bear 
upon a business. 

In reference to the first question, it 
would seem reasonable to conclude that 


if a loss indicates great risk, a gain can- 
not indicate the same condition; or if a 
gain indicates small risk, a loss cannot also 
indicate that condition. One conclusion 
would contradict the other, unless loss or 
gain is purely a chance occurrence. But 
what does gain, in contradistinction to 
loss, generally indicate? It would seem 
reasonable to conclude on this point that 
if the conditions favorable to a business 
are stronger than the adverse, there is 
more likelihood of a gain than when the 
adverse forces are stronger than the favor- 
able. Hence, a gain would indicate that 
risk is comparatively small. 

Nevertheless, might not gain or loss 
indicate either large or small risk? The 
fact that strong companies have experi- 
enced losses might appear to contradict 
any association between risk and profit or 
loss. But if a company experienced many 
years of loss, it would not remain strong. 
Moreover, it would be invalid to assume 
that risk is not indicated by the fact of 
loss or gain. There is no better evidence 
of the risk that has existed. The depres- 
sion of the thirties caused a substantial 
degree of risk for all business enterprises, 
and losses were widespread. It could 
scarcely be said that risk was no greater 
then than it was before or after. 

We shall accept as a hypothesis that the 
larger the profit the smaller has been the 
risk, and that a loss indicates a relatively 
high degree of risk. 


Objections to Hypothesis 

At least five objections to the foregoing 
hypothesis might be raised. The first may 
be stated in different ways, but all versions 
have the same meaning. According to the 
hypothesis, risk is reduced by an increase 
in profit; and it is increased by a reduction 
in profit or by the incurrence of a loss. 
A company’s risk can be reduced by in- 
creasing its profit, and its risk is increased 
when its profit is lowered. If a company 
can increase its prices, it can thereby re- 
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duce its risk; and if a company must 
reduce its prices, its risk is thereby in- 
creased, both propositions assuming no 
change in sales volume or in costs. These 
statements have the appearance of mak- 
ing risk a function of profit. The matter is 
the other way around. However, if profits 
are increased, a company is that much 
more remote from loss; if its profits are 
reduced, it is that much closer to loss. 
This alone is not persuasive. If profit is 
increased, it is because the effects of ad- 
verse conditions are reduced, meaning a 
reduction in risk. Perhaps a distinction 
between regulated and unregulated in- 
dustry should be made for this purpose. 
If the profit of a regulated industry is in- 
creased, its risk is in fact less; and the 
reduction of risk causes the larger profit. 
The peculiar risk involved here is that 
accompanying regulation. 

It might be said, however, that if an 
electric utility; for example, is earning a 
comparatively large return on its property 
investment or on its invested capital, there 
is a greater probability of a decline in its 
earnings than for another company that 
is earning less. This would be due to the 
intervention of public regulation. Such 
regulation is a risk, because it creates un- 
certainty. On the other hand, the fact 
that a company is earning more than some 
average return is not conclusive that its 
earnings are excessive or that it will be 
required to earn less. And there is no 
certainty that another company which is 
earning less than some average will be 
permitted or be able to earn more. 


The second objection to the hypothesis 
is based on the premise that current profit 
is the reward for past risk, and does not 
arise from current risk. This is true in the 
sense that risk was taken in the past. 
Otherwise the objection goes to the con- 
clusion that present risk, due to dynamic 
causes, cannot be calculated, and that 
there must be considered the conditions 
that have given rise to loss or gain. More- 


over, the fault of the objection is in the 
premise itself. Profit is not compensation 
for past risk; it results from the risk 
present when the profit was realized, 
which, of course, was the past when 
viewed from today. For the premise to 
be sound, it must take losses into account. 
Losses can scarcely be said to compensate 
for past risks, or an absence of risk. The 
losses during the depression years were 
not caused by predepression risks, and 
they were not compensation of any kind. 
The losses were due to conditions existing 
when the losses were incurred. Although 
one condition can lead to another, and 
although risk may be engendered by de- 
cision, the risk that exists arises upon the 
occurrence of events. The occurrences de- 
termine whether there has been little or 
great risk, irrespective of the uncertainty 
that may have existed before the occur- 
rences. 

A third objection is that profit, although 
the outcome of probabilities, does not 
determine whether full compensation has 
been received for risk and therefore does 
not essentially measure the degree of risk. 
This is true, as far as it goes. The dollar 
amount of profit does not indicate the de- 
gree of risk, because profit must be ex- 
pressed as a percentage of something else, 
such as of stock equity or of sales. But in 
general the objection would oppose a con- 
clusion that there is a relation between 
risk and profit or loss. 

A fourth objection to the hypothesis is 
that when risk is great, large profits would 
be expected in order to induce an assump- 


tion of risk. This is certainly true. But in 


the association of large expected profits 
with great risk, risk is being viewed in a 
subjective, not objective sense. Thus, if 
there is launched a new enterprise in 
which the risk is believed to be of sub- 
stantial degree, the expected return on 
invested capital will be high. It will now 
be assumed, first, that the expected earn- 
ings materialize, and, second, that instead 
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of a gain there is a loss and the venture 
fails. In which instance was the enter- 
prise exposed in fact to the greater risk, 
or to the stronger adverse forces? If a 
loss is encountered and the business fails, 
it must be concluded that the risk was 
greater than was expected, no matter 
what amount of profit was expected as 
compensation for risk. On the other hand, 
if the venture is successful and the ex- 
pected profit, or even more is realized, 
the actual risk, in an objective sense, was 
small. It could not be concluded that the 
actual risk was the same whether the ven- 
ture succeeded or failed, or that the risk 
was as much, not to say more, when the 
outcome was favorable as when it was 
unfavorable. 


The state of expectations is an import- 
ant circumstance in connection with many 
things, including risk. But there is fre- 
quently a discrepancy between what is 
expected to happen and what does. There 
may be a belief that risk is large and high 
profits may be expected as inducement for 
assumption of risk. The venture may suc- 
ceed, or it may fail. On the other hand, 
there may be a belief that risk is small, 
even in a new undertaking; and the pro- 
moters may be satisfied with comparé- 
tively small profits. But again, the venture 
may fail, or it may be so successful that 
high profits are realized—profits that are 
larger than in an undertaking in which 
the risk was believed to be great. 

A fifth objection might be that the out- 
come of business may be contrary to 
probabilities, because an occurrence or 
combination of events in a particular 
period may not be in accord with proba- 
bilities. This is certainly true when the 
kinds of probabilities that give rise to 
greatest risk are considered. But it would 
mean that chance plays the dominant role 
in business and its risk. It would be simi- 
lar to the picking of a marble from a box 
containing marbles of many colors. In the 
first place, to answer this objection, busi- 


ness is not purely chance. Second, the 
hypothesis stated is not with respect to 
the future, but to the past for which re- 
sults are known and about which it is 


- unnecessary to speculate. 


There is another possible objection to 
the hypothesis. This is that because risk 
is the uncertainty as to the future, the 
hypothesis has no significance, inasmuch 
as it relates to the past. The reasons for 
the use of the past in a comparison of risk 
have been explained. It may be objected 
that the method is based on “Monday 
morning quarterbacking,” which it is. But 
Monday morning is a suitable time for 
appraisal of Saturday afternoon’s happen- 
ings, and even the events and conditions 
prior to Saturday afternoon. 


The Meaning of Profit and Loss 


We have been referring to gains and 
losses, but have not yet explained the 
meaning of the words. There is no need 
here to dwell upon economic and account- 
ing concepts of profit. Profit might be 
used in an accounting sense of an excess 
of revenues over the costs incurred in the 
realization of revenues, including debt in- 
terest; or in an economic sense of an excess 
of revenues over all costs, including im- 
puted interest on the funds of the own- 
ers of a business. There are different 
levels of business profit, which may be 
called operating income or operating 
profit, gross income or gross profit, or net 
income or net profit. The most significant 
level of income, for a study of business 
risk, is operating profit before and after 
deduction of taxes on income. 

Profit and loss are relative terms. Two 
companies with the same dollar amount 
of profit may not be equally profitable. 
Likewise, two companies with the same 
amount of loss may have different rates 
of loss. One company may have less profit 
than another yet be the more profitable 
of the two. The more important matter is 
not the dollar amount but the rate of 
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profit or loss, for it is the rate that evi- 
dences the degree of risk. Thus, profit or 
loss must be related to something else, 
such as the investment in property used 
to produce goods or to provide a public 
service, or to the dollar volume of sales. 
But such relationships may be inconclu- 
sive. They must generally be supported 
by other evidence, such as the amount of 
property investment in relation to sales. 
If all significant relationship can be es- 
tablished, substantial progress will be 
made toward a determination of relative 
risks. Corresponding risks and wuncer- 
tainties would likewise be ascertained. 
The five questions posed at the beginning 
of this paper will have been answered. 


Summary 

There is a functional relation between 
risk and profit or loss; and the latter are 
the dependent variables in the relation- 
ship. 

A dependent variable, in this case profit 
or loss, may be used to estimate the inde- 
pendent variable, in this case the risk. 

Profit, as contrasted with loss, indicates 
a relatively low degree of business risk, in 
an objective sense; for when the favorable 
forces are stronger than the adverse, there 
is more likely to be gain than loss, unless 
business is purely chance, which it is not. 

Profit and loss are relative tems; and 
for a comparison of business risks, signifi- 
cant relationships must be established. 
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Economies of scale are possible in the 
field of social insurance. Such economies 
appear when increases in output can be 
obtained without proportional increases 
in input. This can occur, for example, 
when available managerial talents are 
capable of supporting greater output. An- 
other possibility, which is even more rele- 
vant to the administration of social insur- 
ance, is that records and record-keeping 
personnel can be used for more than one 
purpose with little increase in cost. 

The development of social insurance 
administration in this country is tending 
to follow the pattern developed abroad, 
but with a time lag. This is a pattern of 
consolidating the administration of social 
insurance programs which developed 
separately and were administered by 
separate agencies. It is only in recent 
years that agencies in America have be- 
gun to avail themselves of the possibili- 
ties offered by such joint administration. 
An example is the gradual inclusion of 
more and more aspects of permanent dis- 
ability insurance into the old age and 
survivor's insurance system. Further evi- 
dence of this trend can be found in the 
tendency in all states which have non- 
occupational disability insurance (and in 
the railroad industry) to jointly adminis- 
ter this insurance with an already existing 
social insurance program. Evidence has 
been presented that such coordination, 
particularly with unemployment compen- 
sation, can substantially reduce the cost 
of administering the new program.’ 


1 See author’s “Issues in Temporary Disability 
Insurance,” The Journal of Insurance, Vol. XXIV, 
No. 1 (September, 1957), pp. 61-72. 
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It is the purpose of this article to ex- 
amine certain problems arising out of the 
joint administration of non-occupational 
disability insurance with other social in- 
surance programs. The extent of the prob- 
lems should emphasize the care which 
must be exercised when joint administra- 
tion is attempted. 

The New York Disability Benefits Act 
provides for almost no coordination of 
that program with the state’s workmen’s 
compensation system even though both 
programs are administered by the Work- 
men’s Compensation Board. It is true, of 
course, that the Board’s many years of ex- 
perience supervising the operation of 
workmen’s compensation insurance, which 
is mostly placed with private insurers, is 
useful in handling the non-occupational 
disability program. However, the eligi- 
bility and other provisions of this law 
and the workmen’s compensation program 
are quite dissimilar. The only significant 
administrative overlap occurs because the 
disability law forbids the payment of 
benefits for any period in which work- 
men’s compensation benefits (except those 
for permanent partial disability previously 
incurred ) are paid or payable. In fact, it 
seems safe to say that the reason for plac- 
ing disability benefits under this Board, 
rather than coordinating it with unem- 
ployment compensation, as has been done 
in all other cases, was not due to the in- 
tention of coordinating the two insurance 
programs. Rather, the reason seems to 
have been the vigorous opposition to co- 
ordination with unemployment compen- 
sation. This undoubtedly was based in 
large part upon the feeling that there 
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should be no expansion of the latter be- 
cause it is “state insurance.” ? 

Since there has been so little coordina- 
tion of the two programs in New York, 
the bulk of this discussion will relate to 
the programs in the other three states, the 
states which closely coordinate the pay- 
ment of non-occupational disability insur- 
ance benefits with their unemployment 
compensation systems: Rhode Island, 
California, and New Jersey. In general, 
inquiry will be made into three types of 
situations. The first are those unemploy- 
ment compensation administrative prac- 
tices which are or were applied to non- 
occupational disability insurance but are 
not well suited to this purpose. Secondly, 
attention will be given to the attempt to 
apply some of the substantive provisions 
of unemployment compensation laws to 
non-occupational disability insurance. 
Finally, the problems created for the em- 
ployment security agency when the addi- 
tional program was added to its responsi- 
bilities will be examined. Selected ex- 
amples of these three types of situations 
will be represented. 


Application of Unemployment Com- 
pensation Administrative Practices 

A number of practices used in the ad- 
ministration of unemployment compensa- 
tion programs have not produced equally 
favorable experience in the administration 
of non-occupational disability insurance. 
Notable among these is the use of a re- 
mote base year, earnings in which deter- 
mine the level and duration of benefits 
during some subsequent time period. This 
administrative technique has frequently 
been criticized because it sometimes re- 
sults in there being only a tenuous connec- 
tion between current average earnings 
and weekly benefits. It can also result in 

* This interpretation of events is supported by 
a speech given by Mary Donlon, then Chairman 
of the New York State Workmen’s Compensation 
Board, entitled “New York’s New Disability 


Benefits Law,” The Monitor, Vol. 36, No. 2 
(July, 1949), p. 2. 


there being little relationship between the 
receipt of benefits and attachment to the 
labor force. It is this latter which has 
been especially troublesome in non-occu- 
pational disability insurance administra- 
tion, although both problems have ap- 
peared. The experience in Rhode Island 
exemplifies this. 

From almost the first year of the Rhode 
Island law’s operation, the administra- 
tors pointed out four provisions of that 
law which were resulting in total benefit 
payments which seemed excessive when 
compared with total contributions.* One 
of these was that there was “lack of a 
positive enough proof of attachment to 
the labor force.” The use of remote base 
year earnings may be tolerable for the 
unemployment compensation program 
when supplemented with the requirement 
of reporting periodically to a public em- 
ployment office. However, this supple- 
mentation is clearly impossible under non- 
occupational disability insurance since the 
recipients are, by definition, disabled. The 
lack of such positive proof of labor force 
attachment led to financial difficulties 
which were especially apparent immedi- 
ately after World War II. 

The Rhode Island law provided for a 
uniform benefit yéar, which began on the 
first Sunday in April, and established the 
base period as the calendar year preced- 
ing the benefit year. Under this system 
benefits were based on earnings as long 
as twenty-seven months prior to the filing 
of a claim. This meant that “persons who 
have no intention of returning to employ- 


. ment are still eligible for benefits, in many 


cases up to two years after they have 
retired from employment.” * To help con- 
trol the sizeable drain on the fund that 
this could produce and to secure the in- 


3 Rhode Island Unemployment Compensation 
Board, Ninth Annual Report (Providence, Rhode 
Island: The Board, 1944), p. 13. 

* Rhode Island Unemployment Compensation 
Board, Tenth Annual Report (Providence, Rhode 
Island: The Board, 1945), p. 5. 
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tegrity of the program as one covering the 
loss of income, the Rhode Island legis- 
lature was forced to take emergency ac- 
tion. In 1946 it ruled that, for one year, 
as an additional eligibility requirement, a 
claimant had to have held a job or applied 
for employment at the state employment 
service during the six months immediately 
preceding the filing of the disability claim. 

The immediate post-World War II 
period showed other problems associated 
with the use of a relatively remote base 
year. The Rhode Island program was 
faced with the prospect of paying benefits 
based on high wartime earnings while 
contributions were a percentage of lower 
post-war earnings. These two results of 
employing a relatively remote base year 
(insufficiently firm proof of labor force 
attachment end lack of a close relationship 
between current average earnings and 
benefits) produced such a strain upon the 
insurance program that in addition to the 
emergency measure mentioned previously, 
the legislature raised the contribution rate 
from 1 to 1.5 percent for the fiscal year 
1947. 

The remote year has been criticized 
for the same reasons with respect to its 
application to unemployment compensa- 
tion. Here too, it has not always satisfac- 
torily defined attachment to the labor 
force and average earnings. The trend, 
now evident, toward altering this practice 
will have beneficial results on the non- 
occupational disability programs of those 
states which attempt to coordinate these 
two forms of social insurance. 

One type of amendment is to end the 
requirement that employers report the 
earnings of all their employees each 
quarter. In New Jersey, for example, a 
request for the wage history of an em- 
ployee is sent only after a claim for bene- 
fits has been filed. This change has en- 
abled New Jersey to compute benefits on 
the basis of earnings in the recent past 
rather than on earnings in a more remote 


base period. New Jersey further insures 
that the benefit recipient has been re- 
cently attached to the labor force by re- 
quiring that the recipient have earned at 
least $15 per week for not less than 17 
weeks in the year preceding the filing of 
the claim. 

California has severed some of the 
original connections it established be- 
tween the determination of benefits for 
non-occupational disability and unem- 
ployment compensation. The filing of a 
valid claim for either disability benefits 
or unemployment compensation origin- 
ally established a benefit year for both 
coverages. Benefits were determined by 
earnings in a base year defined as the first 
four of the preceding five quarters if the 
claim were filed in the second or third 
months of a quarter. If the claim were 
filed in the first month of a quarter, the 
base year was the first four of the preced- 
ing six quarters. The change in the law 
now permits the establishment of a base 
period for disability benefits which is in- 
dependent of the unemployment compen- 
sation system, provided that no unexpired 
benefit year has been established by filing 
an unemployment compensation claim 
prior to the filing of the disability benefit 
claim. There thus appears to be the possi- 
bility that, in time, the legal basis for the 
use of a more recent base period in non- 
occupational disability insurance in Cali- 
fornia will be established, either by itself 
or in conjunction with an alteration in the 
base period used for unemployment com- 
pensation calculations. 

As was noted earlier, Rhode Island 
found temporary devices to protect its 
system from the effects of a remote base 
period immediately after World War II; 
but it was not until 1950 that a more 
permanent solution was found. It will be 
recalled that the base period was the cal- 
endar year preceding the uniform benefit 
year beginning each April. The 1950 
amendment established the base year as 
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the last four completed quarters immedi- 
ately preceding the filing of a claim. Com- 
pared to the New Jersey provision, this is 
still a somewhat remote period on which 
to base eligibility and benefits; but it al- 
lows the use of more recent experience 
than is true in California. 


Application of Unemployment Compen- 
sation Substantive Provisions 


One of the motivations for the passage 
of non-occupational disability insurance 
law:; has been the apparent illogic of can- 
celing the benefits a worker is receiving 
under unemployment compensation be- 
cause he becomes ill. Some states ® have 
chosen to partially solve this problem 
within the structure of unemployment 
compensation by stipulating that a 
worker, once eligible for unemployment 
benefits, will not have his benefits ended 
because of illness unless he is offered 
otherwise suitable work and is unable to 
accept it due to illness. The reason why 
this is only a partial solution is obvious. 

It would appear that states with dis- 
ability insurance programs have a full 
solution to the problem, but this is not 
quite true. Still to be resolved is the 
status of a worker who, due to prejudicial 
acts, is ineligible for unemployment com- 
pensation and who then becomes disabled. 
Should his ineligibility for unemployment 
compensation penalize him, or should he 
now be eligible for disability benefits? 
Perhaps this question might never have 
arisen had the attempt not been made to 
coordinate the two types of insurance. 
Each state with disability insurance pro- 
grams has its own answer to this problem. 

In Rhode Island, which has probably 
the most complete coordination of non- 
occupational disability insurance with un- 
employment compensation of any state, 
none of the unemployment compensation 
disqualifications applies to the disability 


~ 8 Delaware, Idaho, Maryland, Montana, Ne- 
vada, Tennessee, and Vermont. 


program. On the other hand, New York, 
which has the least coordination, applies 
all the unemployment compensation dis- 
qualifications to the right to receive dis- 
ability benefits except, of course, inability 
to work. The same is true of the New 
Jersey provisions which apply to the 
worker seeking disability benefits after 
a period of unemployment. However, 
should a New Jersey worker seek disabil- 
ity payments without an intervening per- 
iod of unemployment, he is disqualified 
for such payments only if he had been 
disqualified for unemployment compensa- 
tion prior to his disability because a labor 
dispute was in progress. In California, a 
claimant is ineligible for disability pay- 
ments if he has been disqualified for un- 
employment compensation because a 
labor dispute is in progress unless the 
disability bears no connection with that 
dispute and is due to an accident or re- 
quires hospitalization. If a California 
claimant is disqualified for unemployment 
compensation because of discharge for 
misconduct, voluntary leaving, or refusal 
of suitable work, he is presumed disquali- 
fied for disability benefits in the absence 
of a finding that he is disabled and that 
there is good cause to make the benefit 
payments. 

A review of the states’ provisions reveals 
that it is not inevitable that the coordina- 
tion of the two programs will mean the 
application of unemployment compensa- 
tion disqualifications to the disability pro- 
gram. However, the fact that three of the 
states apply some or many of these dis- 


. qualifications to their disability programs 


may well mean that there is insufficient 
realization of the differences between the 
two programs. This lack of understanding 
may be due to their joint administration. 
For example, it is defensible to take the 
position that a worker who is unemployed 
because of prejudicial acts on his own 
part should be disqualified for part or all 
of his unemployment compensations bene- 
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fits. However, regardless of past acts, a 
disabled worker would lose income or 
potential income as soon as he ceases to 
be able to work. Although before his dis- 
ability he might have been ineligible for 
unemployment compensation benefits, 
once he becomes disabled he is losing in- 
come or potential income. There seems 
to be little logic in prejudicing his right 
to disability payments because of acts 
that subject him to disqualifications un- 
der another type of insurance program. 


There are several other evidences that 
the linkage of non-occupational disability 
insurance with unemployment compensa- 
tion has led to unfortunate legislative pro- 
visions. In the original versions of both 
the New Jersey and California laws there 
was a provision which limited the total 
payment of benefits under both programs 
to 150 per cent of the permissible total 
under either. Perhaps this came into be- 
ing as a result of confusion in the minds 
of the legislators regarding the types of 
hazards against which the two laws were 
designed to provide protection, a con- 
fusion which may have been encouraged 
by joint administration. On the other 
hand, it may have been that since both 
programs are designed to provide bene- 
fits during “unemployment,” the legisla- 
tors feared that workers would attempt 
to use benefits under one program when 
their employment had been of such dura- 
tion that they were no longer eligible for 
benefits under the other. If this be true, 
it can only mean that, at the outset, the 
legislators prejudged the administrators 
and decided that administration would 
not be sufficiently competent to control 
such malpractices without specific rules. 
The result of this prejudgment was, of 
course, that a worker who was unfor- 
tunate enough to be both disabled and 
unemployed in the same year had his 
potential benefits reduced. Not only does 
this appear unjust, but experience has also 
shown it to be unnecessary. When Cali- 


fornia removed this restriction in 1950, 
the first year without it saw only 7 per 
cent of the state fund claimants and 2.3 
per cent of those under private plans file 
disability claims and also exhaust their 
unemployment benefits in the same year.* 

In New Jersey, the linkage of non-occu- 
pational disability insurance to unemploy- 
ment compensation produced the appli- 
cation of the concept of experience rating 
to the disability program. This form of 
rating, also called merit rating, first ap- 
peared in this country as a device in the 
private insurance field. It is designed to 
give the purchaser of a policy financial 
incentive to reduce the chances of loss 
occurring and to give the insurer the op- 
portunity to increase the premium if the 
risk should prove worse than average. In 
the social insurance field this concept was 
first applied to workmen’s compensation. 
This is a form of coverage in which there 
is a definite possibility of improving work- 
ing conditions and thereby reducing 
losses. 

The introduction of experience rating 
into the social insurance picture has pro- 
duced unfortunate results. The basic 
question is whether each exposure under 
social insurance should pay its own way 
or whether, because the insurance is “so- 
cial,” the better risks should pay part of 
the costs of the poorer ones. Experience 
rating was applied to unemployment com- 
pensation on the theory that employers 
can exercise substantial control over the 
unemployment they “create” and in the 
hope that it would stimulate employers to 
stabilize their employment. 

As applied to non-occupational dis- 
ability insurance, experience rating raises 
rather perplexing problems. In most pri- 
vate group accident and health insurance, 
and under the New Jersey law, the em- 
ployer’s contributions are subject to varia- 
tion. The employees’ are constant. The 


® California Department of Employment, Re- 


port 1060, Nos. 1 and 2. 
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basic question is why the employer should 
be credited (or penalized) because of 
the good (or bad) experience within his 
employee group. If the employer takes 
steps to aid in the prevention and treat- 
ment of non-occupational disabilities, he 
obviously deserves this crediting. If, 
however, the record of his employees is 
better than average through no effort on 
the employer’s part, or if it results from 
discriminatory hiring practices, it is highly 
questionable whether he should profit. A 
similar line of reasoning should be fol- 
lowed if the employees’ disability record 
is worse than average. 


New Problems for the Employment 
Security Agency 


A review of the unfortunate provisions 
and practices which have developed in 
non-occupational disability insurance as a 
result of its linkage with unemployment 
compensation suggests that it might be 
wiser to attempt coordination with work- 
men’s compensation. The suggestion has 
wide support despite the fact that financi- 
ally there is an advantage to coordination 
with unemployment compensation. The 
proponents argue that it is erroneous to 
think of unemployment due to lack of 
work and unemployment due to disability 
in the same terms. They feel that the con- 
tinuing employment relationship which 
exists in the latter case and which does 
not do so as frequently in the former re- 
quires different regulations and adminis- 
tration. In fact, the basis for many sug- 
gestions to link non-occupational dis- 
ability insurance with workmen’s compen- 
sation is the desire to insure that the new 
program will be entirely separate from 
the administration of unemployment com- 
pensation. (This was true in the case of 
New York State, as mentioned above. ) 

There are others who feel that linking 
the new disability program with work- 
men’s compensation is desirable because 
it is thus placed in the hands of an ad- 


ministrative agency experienced in deal- 
ing with medical matters and the medical 
profession and, in some states, with in- 
surance companies. Furthermore, it is 
argued that such linkage would eliminate 
the possibility of inconsistent determina- 
tions, ie, a worker disqualified under 
workmen’s compensation also being ruled 
ineligible for disability benefits. Those 
with this view support the administration 
of New York’s law by its Workmen's 
Compensation Board. Surprisingly, a 
critic of placing non-occupational dis- 
ability insurance under the Board was the 
Board’s chairman.’ Although Miss Don- 
lon was convinced that disability benefits 
should not be paid through an employ- 
ment security agency, she felt it would 
have been wiser to establish a new or- 
ganization to pay these benefits, even 
though this eliminated the possibility of 
capitalizing on the experience of the 
workmen’s compensation agency and 
opened the possibility of inconsistent de- 
terminations. 


The decision not to link non-occupa- 
tional disability insurance with workmen’s 
compensation has been made in practic- 
aliy every case in which the question has 
been studied. The State of Washington 
study is typical in stating the reasons as: 
(1) workmen’s compensation covers fewer 
workers than does unemployment com- 
pensation, so that linkage with the latter 
would give wider coverage; and (2) ad- 
ministration by the workmen’s compensa- 
tion agency would not permit the use 
of the employment security agency’s rec- 
ords for the administration of both pro- 


' grams.® 


Despite this reasoning, the fact that 
employment security agencies generally 
have little or no experience with the proc- 
essing of medical claims can present sub- 
stantial difficulties when a disability pro- 


™ The Monitor (July, 1949), p. 3. 
8 State of Washington, Disability Compensa- 
tion Study (Olympia, Washington, 1946), p. 17. 
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gram is attached to one of these agencies. 
The nature of non-occupational disability 
insurance indicates that the proper ad- 
ministration of the program is dependent 
upon the active cooperation of the medi- 
cal profession. This cooperation is essen- 
tial for at least two reasons: (1) the legal 
bases for drawing benefits must be conso- 
nant with medical definitions of various 
disabilities; and (2) the medical practi- 
tioner must prepare his part of the claim 
form in such a manner that the data 
needed for processing the claim is clearly 
given. 

Cooperation is sometimes difficult to 
obtain. This is in part due to the physi- 
cian’s fear of non-occupational disability 
insurance. Although as early as 1938 the 
American Medical Association was placed 
on record as favoring such programs,’ the 
fear exists that these programs may be 
an opening wedge for “socialized medi- 
cine.” 1° 

A source of irritation to the medical 
profession is the fact that practitioners 
whose theory and method they do not 
necessarily approve are permitted to cer- 
tify that disability exists. This led to the 
following careful wording in A Report to 
New Jersey's Medical Profession: “Dur- 
ing the year . . . the Bureau received 
35,514 First Claims, each one of which of 
necessity bore the certification of a legally 
licensed physician or dentist, with the 
exception of very, very few signed by 
chiropodists, optometrists and chiroprac- 
tors, and of one lone case where the certi- 
fication was by a ‘hex doctor’ from the 
Pennsylvania Dutch region across the 

® Rhode Island Medical Journal (November, 
1942), p. 230. In 1951 the House of Delegates 
of the American Medical Association refused to 
alter its stated position in favor of temporary 
disability insurance. 

10 For a sample of this attitude on the part of 
the American Medical Association, see its Coun- 
cil on Medical Service’s Temporary Cash Sickness 


Benefits and Related Legislation, published in 
1952, particularly p. 13. 


river.” 14 

Another basis for problems lies in the 
realm of definitions. The question of 
whether or not an individual is “able to 
perform his customary work” is contingent 
upon his mental as well as his physical 
state. In this situation, the doctor is faced 
with the dilemma of whether or not to 
certify that there is a disability, a dilemma 
which is confounded by the possibility 
that refusing to certify will cost him a pa- 
tient. This whole situation is made even 
more complicated by the New Jersey and 
New York laws. In New Jersey, the defi- 
nition of disability for the unemployed 
(“total inability to perform any work for 
renumeration” ) is so restrictive that, if it 
were rigidly enforced, almost no unem- 
ployed workers could draw benefits. 
Again, the doctor must wrestle with his 
conscience (and pezhaps his pocketbook ) 
in deciding whether or not to certify. In 
New York, the doctor must certify not 
only to the patient’s inability to do his 
regular work but, if the patient is em- 
ployed, also to his inability to do any 
other work he may be offered by his 
employer at the same rate of pay. If the 
patient happens to be unemployed, the 
doctor must certify to his inability to do 
any work. for which he is reasonably 
qualified by training and experience. In 
actual practice these legal subleties are 
largely ignored by doctors, but not with- 
out some irritation. 


Conclusion 


Three different types of difficulties have 
tended to appear when joint administra- 
tion of two social insurance programs is 
attempted. Some arise because of the ap- 
plication of administrative practices which 
are not quite appropriate (as exemplified 
by the problems centering around the use 
of a remote base year). Others arise be- 
cause the joint administration of the 


11 New Jersey Department of Labor and In- 


dustry, Bureau of Employment Security, Trenton, 
1950, pp. 4-5. Emphasis added. 
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programs leads to the application of the 
substantive provisions of the older pro- 
gram to the new one, provisions which are 
not designed with the problems and pur- 
poses of the newer program in mind. An 
example is the use of experience rating in 
New Jersey. Finally, joint administration 
is certain to raise problems for the existing 
agency, such as medical certification and 
the supervision of private plan coverage. 

The question arises whether experience 
with administering non-occupational dis- 
ability insurance jointly with existing in- 
surance programs dictates a negative view 
of other attempts at joint administration. 
The answer is “no” for at least two reasons. 
First, joint administration makes it possi- 
ble for society to get more insurance for 
its insurance dollar. Secondly, some of 
these problems will arise when a new 
program is instituted whether or not it 
is administered jointly with an existing 
program. 

What does flow from experience with 
joint administration is a method to be 
followed in other cases when joint ad- 
ministration of social insurance programs 


is attempted. The most desirable sub- 
stantive provisions and administrative 
practices for each program should be es- 
tablished on the premise that each is go- 
ing to be separately administered. Once 
these models have been created, com- 
bined practices and provisions should be 
developed. This should make apparent 
the alterations being made in each pro- 
gram and should lead to an evaluation of 
whether the saving from joint administra- 
tion is worth the cost in program altera- 
tion. There will be costs involved in 
program alteration, and administrative 
problems will develop. These are the 
“growing pains” of any new social insti- 
tution. What can be hoped for is that 
there will be a consciousness of the costs 
incurred as an attempt is made to achieve 
less expensive administration, that this 
consciousness will be used to decide if 
sufficient savings exist to make joint ad- 
ministration worthwhile, and that desir- 
able provisions and practices will be de- 
viated from only to the extent that the 
saving resulting is worth the cost involved. 








FEDERAL LOAN INSURANCE: ITS RELATION TO 
FEDERAL RESERVE POLICY 


FRANCES QUANTIUS 


The Ohio State University 


The experience of over two decades 
indicates that Government loan insur- 
ance is now firmly established. This form 
of insurance occurs most notably, al- 
though by no means entirely, in the area 
of real estate loans, the oldest of the 
guaranties. It includes such programs as 
the GI loans of the Veterans’ Administra- 
tion and the FHA loans of the Federal 
Housing Administration. 


Limited Delinquency Under VA and 
FHA Loans 


In spite of the 1957-8 recession, de- 
linquencies have been low on loans ex- 
tended by private lenders and either in- 
sured or guaranteed by Government 
agencies. Recent data compiled by the 
Mortgage Bankers Association of America 
in its quarterly National Delinquency 
Survey, covering 2,568,008 residential 
loans on one to four family units, show a 
delinquency percentage for the third quar- 
ter of 1958 of 2.23 per cent, which is ex- 
actly equal to that of the third quarter of 
1956. Since the establishment of its Survey 
in September, 1953, the Association notes 
that the maximum variance in delinquency 
percentages has been approximately % per 
cent. It is further pointed out that the 
present 2.23 per cent reflects an excellent 
performance, especially in view of the 
recent recession. 

GI loans continue to show good collec- 
tion results. These are 2.06 per cent for 
thirty day delinquencies, .46 per cent for 
sixty days, and .33 per cent for ninety 


days. Only the sixty day category shows 
an increase from the previous quarter. In 
the case of the Federal Housing Admini- 
stration’s insurance the record is even 
more impressive. There the current 1.45 
per cent for thirty day delinquencies al- 
most equals the FHA all-time low of 1.43 
per cent established in the preceding quar- 
ter. The sixty and ninety day delinquents 
at .29 and .16 per cent, respectively, ap- 
proximately equal the conventional loan 
performances of .24 and .15 per cent. 

There are regional variations from the 
above national figures. Delinquencies run 
somewhat higher in a band of states reach- 
ing from Wisconsin and Michigan to New 
York and New England where durable 
goods industries have been hardest hit by 
the recession. On the other hand, in the 
California-Utah-Nevada-Arizona area, the 
Survey points to the amazing collection re- 
sults for the FHA type loan—.30, .11, and 
08 per cent, respectively, for the thirty, 
sixty, and ninety day delinquency cate- 
gories. This represents a better over-all 
performance than is shown on conven- 
tional type loans by any region, including 
this one. 

In spite of high loan to value ratios, 
debtors who have borrowed heavily under 
VA and FHA programs have continued to 
make their payments through three post- 
war recessions and have, in fact, antici- 
pated their repayments, paying off thirty 
year mortgages in approximately ten years 
on the average. VA losses to date, as 
calculated before recoveries have been 
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made through resale, amount to only .06 
per cent of the amount of guaranteed 
mortgages. The FHA loss ratio is some- 
what better than this. 

It does not seem that government-in- 
sured loans will be unsound in the sense 
that borrowers will fail to meet their obli- 
gations. Since discontinuance of the loan 
insurance plans is no longer one of the 
practical alternatives, the problem now is 
to custom tailor these programs in a man- 
ner that will lead to their maximum con- 
tribution to economic stability. 


Loan Insurance and Economic Stability 


As matters now stand, the insurance and 
guaranties have stabilized neither the 
economy nor the construction industry and 
have been a source of concern to both the 
Federal Reserve and those in private busi- 
ness who are involved in the housing in- 
dustry and in its financing. 

During much of the past twenty-year 
period, the aggregate volume of Federal 
loan insurance has tended to expand with- 
out proper timing as to economic condi- 
tions. Studies have shown that there has 
been more divergence than concurrence in 
the net flow of reserve bank credit and the 
net flow of Federal home loans and loan 
insurance, thus revealing the destabilizing 
influence of these loan insurance pro- 
grams.' Although the programs have oc- 
casionally had stabilizing effects—for ex- 
ample, the FHA guaranties in the Thirties 
—there is no doubt that Federal loan in- 
surance has performed counter-cyclically 
and has contributed substantially to infla- 


tion in the years following 1946. After. 


1946 the annual net flow of Federal home 
loans and loan insurance was substantial. 
Even in the prosperous 1950-53 period the 
annual dollar volume approached that of 
depression years. Then, too, it appears that 
the Federal Government in its deficit fi- 

1See, for example, Saulnier, Halcrow, and 
Jacoby, Federal Lending and Loan Insurance, 


National Bureau of Economic Research (1958), 
Chapter V. 


nancing during the postwar years has re- 
lied far too heavily on inflationary short- 
term financing. This procedure was fol- 
lowed partially to avoid interfering with 
home builders and others in the long-term 
market. The practice has created problems 
of constant refinancing for the Treasury 
and has made the Federal Reserve's task 
of controlling inflation more difficult. 


So far as the housing industry itself is 
concerned, the unnecessary rigidity in the 
interest rates on FHA and VA mortgages 
had led to considerable malfunctioning. In 
a comparison of January and February 
housing starts in 1957 with the same two 
months in both 1955 and 1956, for ex- 
ample, housing starts financed under the 
VA mortgage program were off 60 per cent 
and 46 per cent, and those financed under 
the FHA insurance program were off 53 
per cent and 33 per cent at the same time 
conventional mortgages rose somewhat. 
The decline in starts was confined to the 
FHA and VA programs which are both 
characterized by rigid interest ceilings. 
Modifications in the rates have been oc- 
casional and inadequate and have usually 
been more or less forced upon the Govern- 
ment by conditions prevailing in the 
money market at the time. 


These inflexible interest rates set by 
Congress and the insuring agencies retard 
the flow of private funds into home financ- 
ing by destroying investor appeal. Funds 
are attracted to more lucrative fields where 
interest rates are free to rise. When the 
Government itself has then entered the 
picture to invest in mortgages, additional 
inflationary borrowing by the Treasury 
has been necessary in order to raise the re- 
quired funds. This in itself has led to a 
further tightening of the money market, 
which has aggravated the problem of en- 
couraging the flow of private savings into 
mortgage loans. Also, as Chairman Martin 
of the Board of Governors of the Federal 
Reserve System has pointed out, whenever 
the Government acquires already existing 
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insured mortgages from financial institu- 
tions, this may simply provide these in- 
stitutions with additional funds to lend in 
other markets with the result that the Fed- 
eral Government assumes new responsi- 
bilities of considerable magnitude without 
ultimately achieving its goal of restoring 
the market for VA and FHA mortgages.” 
Recently Raymond J. Saulnier, Chairman 
of the President’s Council of Economic 
Advisers, has estimated that Federal 
spending will rise by over $1 billion dur- 
ing fiscal 1959 to cover standing commit- 
ments to acquire such mortgages. He fur- 
ther points out that this sum will account 
for approximately 10 per cent of the pros- 
pective Federal debt. 

There has been much discussion about 
loan insurance and guaranties. It now 
seems that a stalemate has been reached 
between those who wish to restore contact 
with the free market to this type of financ- 
ing and those who defend fixed interest 
on the grounds that flexible rates would 
create confusion and administrative diffi- 
culty. The latter group considers that flex- 
ible rates are not justified since the Gov- 
ernment through insurance is removing a 
large degree (sometimes 100 per cent) of 
the risk from these loans and has therefore 
a right to fix interest rates which are at 
least in part a payment for risk bearing. 
In addition to the above views there have 
been a few proposals to merge the VA and 
FHA insurance programs. On the whole, 
however, such plans do not get at the basic 
problem but are aimed merely at cutting 
down paper work and other expenses in 
loan processing. 

A reasonable compromise between the 
two major positions mentioned above is 
here suggested, namely that enabling leg- 
islation be passed to delegate to the Fed- 
eral Reserve System the task of determin- 
ing and administering the credit features 

2See Statement by William McChesney 
Martin, Jr. before the Subcommittee on Housing 


of the Senate Banking and Currency Committee, 
19 March 1957. 


of these loan insurance programs in con- 
junction with its other credit controls. In 
this manner a considerably greater degree 
of flexibility could be achieved in the 
movement of these interest rates. At the 
same time the interests of economic stabili- 
zation would be served and a step would 
be taken toward the concentration of cen- 
tral banking functions. 


The diffusion of central banking powers 
dealing with the determination of the cost 
and availability of credit is a major eco- 
nomic problem and tends to weaken the 
effectiveness of monetary policy as ad- 
ministered by the Federal Reserve. It is 
seldom noted that central banking func- 
tions are not lodged entirely with the cen- 
tral bank but are instead diffused among a 
number of Government departments and 
agencies. This situation makes unified 
monetary policy an impossibility fe~ all 
practical purposes. 

Important among the Government agen- 
cies influencing the cost and availability 
of credit are those which, like the FHA 
and VA, either insure or guarantee loans 
extended by commercial banks and other 
private lenders. Through their programs, 
both the FHA and the VA, with Congres- 
sional direction, interfere in a particular 
credit market in essentially the same fash- 
ion as does the Federal Reserve System in 
administering its selective credit controls, 
such as Regulations T and U dealing with 
the setting of margin requirements on 
loans to brokers and their customers who 
borrow to finance the purchase of listed 
securities. 

Under the loan insurance programs, 
government action in the establishment of 
interest rates, maturity dates, down-pay- 
ments, etc., may or may not happen to co- 
incide with Federal Reserve monetary 
policy. At present the Federal Reserve has 
no real control over the terms of insured 
loans, acting merely in an advisory ca- 
pacity upon request. This not only weak- 
ens monetary policy but is also one of the 
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reasons why the Federal Reserve has be- 
come the recipient of an unwarranted 
amount of blame for economic instability. 

Originally there would have been less 
logic in delegating control over the terms 
of loan insurance to the Federal Reserve. 
When loan insurance was first instituted in 
1935, the residential mortgage market was 
essentially local. But conditions have now 
changed, and this is no longer the case. 
The market has become national in scope, 
with large banks and insurance companies 
extending VA and FHA insured loans in 
all parts of the country. These institutions 
move into and out of this money market 
with ease, partly because the Government 
has given such mortgages a new negoti- 
ability. 

The suggestion that the central bank 
handle the financial aspects of the loan in- 
surance programs does not amount to an 
appeal for the re-instatement of Regula- 
tion X. on sey X was quite different 
in nature and gave the Federal Reserve no 
real control over the terms of insured 
loans. The Act authorized the President to 
regulate the terms under which private 
lenders could make conventional real 
estate loans and the conditions under 
which Federal agencies might offer insur- 
ance or guaranties on real estate loans. 
The Regulation was an outgrowth of the 
Defense Production Act of 1950, and its 
purpose was to prevent undue diversion 
of resources at the time of the Korean 
War. In those years the President chose to 
delegate his power over the terms of con- 


ventional loans to the Board of Governors 
of the Federal Reserve System. In the case 
of insured loans, however, the proviso was 
made that the Board obtain the concur- 
rence of the Housing and Home Finance 
Administrator before the issuance of any 
rules pertaining to insured residential real 
estate credit. 

The suggestion made in this paper is 
that the authority of the Federal Reserve 
be extended to, and be limited to, the set- 
ting of the terms of insured loans under 
programs that are underway in any case. 
This would be done in the interest of pro- 
moting economic stabilization and a uni- 
fied monetary policy. Economic stabiliza- 
tion has always been one of the major aims 
of loan insurance. 

While the Federal Reserve System is 
not now seeking power over the terms of 
insured loans, it is well aware of the prob- 
lems created by existing procedures. 
Chairman William McChesney Martin 
and other Federal Reserve officials have 
recently deplored the fixed interest policy 
and its impact. The Federal Reserve, with 
its panoramic view of conditions in all im- 
portant sectors of the economy and its 
avowed aim of attempting to achieve the 
stated and implied objectives of the Em- 
ployment Act of 1946, seems in a position 
superior to that of either Congress or the 
insuring agencies to determine and ad- 
minister the terms of loan insurance pro- 
grams, at least until there is agreement 
upon some better solution for this prob- 
lem. 








FACULTY RETIREMENT AND INSURANCE PRO- 
GRAMS IN MIDWESTERN UNIVERSITIES 


Haroip C. Krocu 


University of Kansas 


In recent years colleges and universities 
have engaged rather extensively in the 
interchange of information relating to sal- 
ary levels for staff and faculty members. 
These surveys have been used to point 
out to those concerned the relative eco- 
nomic benefits secured by those who 
teach in institutions of higher education. 
It is evident that university or college 
administrators must be increasingly aware 
of the growing demand for teachers and 
of the special problems deriving from a 
full employment economy. These surveys 
have invariably shown boards of regents 
and college administrative heads the need 
for an awareness of the extent to which 
salaries are instrumental in not only main- 
taining comeptent staff but in sustaining a 
desirable ratio of student to faculty by 
encouraging prospective instructors to 
affiliate with institutions of higher learn- 
ing. The conclusions of these surveys gen- 
erally reflect the tremendous “pull” by 
other universities and by industries in 
seeking to engage the services of out- 
standing professors and college adminis- 
trators. 


In more recent years there has been an 
increasing awareness of the significance 
of financial incentives other than salary 
in supplying economic strength to further 
the economic well-being, dignity, and 
individualism of faculty members. More- 
over, these considerations extend to de- 
pendents for whom the faculty member 
accepts financial responsibility.” 


This awareness has been sharpened by 
developments in modern industry and, 
possibly, with respect to pension retire- 
ment plans and insurance coverages for 
educational staff members, through the 
growing influence of college insurance in- 
structors as they develop their work in 
their various institutions. Insurance 
teachers in colleges and universities are 
increasingly utilized to furnish their fac- 
ulty colleagues with information which is 
vital in establishing effective administra- 
tive methods for integrated retirement 
pension plans and personal insurance pro- 
grams as financial programs which are 
complementary to salary incentives. In 
this role the insurance instructor may 
often increase his knowledge of insurance 
theory and practice as he participates in 
the planning, establishment, and evalua- 
tion of complex insurance and financial 
programs. This participation may give 
him material for case studies to be used 
in the classroom.” 

Faculty members at the University of 

1 John Stuart Mill stated in Principles of Politi- 
cal Economy that security is a condition of effort. 
Without freedom from anxiety for one’s savings, 
people would be neither industrious nor thrifty. 
But with security “one of the most unfailing 
effects is a great increase both of production and 
of accumulation.” Book II, Ch. vii, sec. 3. Priv- 


ate ownership guarantees this certainty that 
stimulates effort. Book IV, ch. i, sec. 2. 


2 The significance of the contributions by in- 
surance teachers in this respect is related in dis- 
cussion papers by Dr. C. Arthur Williams, Jr., and 
Dr. J. Edward Hedges, Journal of the American 
Association of University Teachers of Insurance, 
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Kansas have obtained the cooperation of 
Big 10 and Big 8 University presidents 
and their executive staff members in an 
annual interchange of salary information 
for their respective staffs. Customarily 
this information is coded and tabulated 
with the objective of ascertaining current 
salary trends at these institutions.* The 
1957 study of comparable salary levels 
undertaken by the Economic Status Com- 
mittee, University of Kansas Chapter, 
American Association of University Pro- 
fessors, included for the first time a re- 
lated study of insurance and retirement 
programs at the eighteen schools. A 
special section of the salary questionnaire 
was prepared to provide a basis for com- 
paring insurance programs in effect at 
these universities. As has been customary 
for the salary comparisons, the informa- 
tion on insurance and retirement pro- 
grams was distributed to interested uni- 
versity executives at the respective 
schools. 


The information secured through the 
1957 study was utilized as a basis for en- 
couraging the development of improved 
faculty retirement and insurance programs 
at the University of Kansas and at several 
of the other Midwestern universities. 





Vol. xxiii, No. 1 (March, 1956). These discus- 
sion papers were presented in conjunction with 
the papers given by Dr. Irving Pfeffer, “A Survey 
of Current Faculty Retirement Programs in 
American Universities and Colleges,” and by Mr. 
William C. Greenough, “College Retirement Sys- 
tems: Social Security, and Variable Annuities,” 
as published in the Journal. 


§ The Big 8 schools are: University of Kansas, 
Kansas State College, University of Missouri, 


University of Nebraska, University of Colorado, . 


Iowa State College, University of Oklahoma, and 
Oklahoma State University. The latter became a 
member of the conference late in the year 1957 
and questionnaire data for the study were secured 
from this school at that time. Members of the 
Big 10 are: State University of Iowa, University 
of Minnesota, University of Wisconsin, North- 
western University, University of Illinois, Univer- 
sity of Indiana, Purdue University, Michigan 
State University, University of Michigan, and 
The Ohio State University. 


With certain supplemental findings and 
additions to programs during 1957 and 
up to September 1, 1958, the survey may 
be reported substantially as it was pre- 
pared for distribution soon after return 
of the questionnaires and tabulation of 
data. It should be noted that the dy- 
namic quality of the programs studied 
has been instrumental in promoting re- 
cent changes and improvements at these 
schools. This gives promise of additional 
periodic developments. 

The section of the questionnaire de- 
voted to retirement benefits is summarized 
in Table 1.* Information reported in this 
table is coded so that individual schools 
are not identified by name. This was done 
to respect the wishes of many university 
officials that salary information in the re- 
lated survey would not divulge the name 
of the respondent school. Tables for this 
study have been organized to assemble 
data essentially in the sequence of items 
on the questionnaires. In several instances 
valuable additional information was ob- 
tained where respondent schools included 
copies of publications prepared for their 
staffs with the replies to the question- 
naires. In a few instances exchanges of 
letters accomplished clarification of ideas 
with respect to current developments in 
pension and instirance plans for faculty 
groups. 

It may be observed that the contribu- 
tory retirement programs ranged from 
four to ten per cent, based on annual 
salary, contributed by the school and 


*Two schools did not have information avail- 
able at the time of the original tabulation of 
findings. Furthermore, Oklahoma State Univer- 
sity affiliated with the Big 8 Conference later in 
the year 1957 and questionnaire information then 
became available for inclusion in the current 
Table 1. Michigan State University adopted a 
Teachers Insurance and Annuity Association Re- 
tirement Program August 1, 1958. Ohio State 
University and the University of Wisconsin made 
several important revisions in late 1957 of insur- 
ance and retirement pension programs for their 
respective faculties and staffs. 
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from 2% to 7% per cent contributed by the 
faculty member. The study pointed to the 
particular flexibility extended to faculty 
members at the eight schools identified 
with the Teachers Insurance and Annuity 
Association program. All eight plans were 
fully funded, provided full vesting of ac- 
cumulations, and extended options to elect 
a variable annuity. All but two of the 
eighteen schools had arranged for their 
faculty and staff members to be included 
in the Federal social security program. 

Fifteen institutions reported group life 
insurance plans for faculty personnel. 
Table 2 indicates that the portion of the 
premium paid by schools maintaining con- 
tributory plans range from 20 per cent 
of the premium to 66% per cent, although 
two of the eight schools having the con- 
tributory feature did not report on the 
percentage contribution paid by the 
school. The maximum amount of life in- 
surance policy limits available to an indi- 
vidual was more fully revealed in the 
materials obtained as supplements to the 
questionnaire responses. The supplements 
gave indication of the considerable vari- 
ance in the features of the fifteen plans. 
The maximum amount of coverage avail- 
able to an individual showed a range from 
$1,000 to $40,000; and, in a few instances, 
the amounts of coverage were variable 
with professional and academic rank. The 
various plans tended to employ features 
of decreasing term insurance by age, and 
all of the plans were underwritten by life 
insurance companies. 

5 The Federal Welfare and Pensions Plans Dis- 
closure Act, P.L. 85836, effective January 1, 
1959, applicable to all types of private employee 
welfare and pension plans covering more 
twenty-five employees, requires making available 
to participants and beneficiaries and filing with 
the Department of Labor description of plans, by 
March 31, 1959 or ninety days after the estab- 
lishment of the plan. Annual reports of financial 
operations will be filed thereafter. It now seems 
likely that a number of Big 10 and Big 8 schools 
will be subject to the new Federal legislation in 
instances where the plans may be interpreted to 
= yee: rather than “public” or state spon- 
sored. 


As might be expected, there were a 
considerable number of unique features 
in the hospital and surgical plans estab- 
lished at sixteen of the institutions, and 
the features of these plans were suffi- 
ciently disparate to make close compari- 
son and evaluation of the merits of the 
respective plans quite difficult. Twelve 
schools had Blue Cross-Blue Shield pro- 
grams, and nine schools reported contribu- 
tory premium payment arrangements. At 
the time the study was initiated, only one 
university incorporated major medical fea- 
tures in a hospital and surgical plan. In- 
creasing interest in adding blanket or 
major medical features was quite evident 
from the recent adoption of major medical 
plans by four additional universities in 
the two conferences. This interest was fur- 
ther apparent from additional informa- 
tion pertaining to student hospitalization 
and surgical plans, with integrated major 
medical coverages, secured from surveys 
currently being accomplished. 


In Table 3 four schools are reported as 
not contemplating the development of a 
major medical plan in the near future. 
This information stemmed from the na- 
ture of the official replies by respondents 
to the questionnaire. It is quite possible 
that interested faculty groups at all of the 
schools are currently engaged in studying 
proposals for either initiating broadened 
coverages or expanding coverages to in- 
clude comprehensive, major medical, or 
even salary continuation plans for in- 
stances of total and permanent disability. 


The considerable interest in long-range 
insurance and financial programming di- 
rected toward maintaining the financial 
stability and independence of faculty and 
staff members was much in evidence from 
the material on pension and insurance 
plans gathered through this survey. The 
professor of insurance may contribute sig- 
nificantly to the further development of 
sound insurance programs through active 
participation as an advisor and consultant. 
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PROPERTY-LIABILITY INSURANCE DISTRIBUTION 
IN GERMANY 


Herz L. Mizier-Lutrz} 


Allianz V ersicherungs-Aktiengesellschaft 


The German insurance system is basi- 
cally similar to that used in the United 
States. Attention will be given in this 
paper to those aspects of the business 
which have an impact on the distribution 
of the insurance service. The information 
presented applies to West Germany only, 
including Berlin. The Eastern part of the 
country has no private insurance system 
as the companies have been nationalized. 


Although the types of insurance written 
are much the same in the United States 
and Germany, consumer acceptance of 
this service is less widespread in the latter 
country. Here there is an average of two 
insurance policies per person, with an 
average annual premium of DM 100 
($25.00). These figures do not include 
workmen’s compensation, which is pro- 
vided by the Government. 

While specialty companies writing one 
or two related types of insurance once 
predominated, recently all the large and 
medium-sized companies have become 
multiple line institutions. Only in the life 
and hospitalization insurance fields are 
there stil] predominantly specialized firms. 
The insurers writing these lines have been 
blocked from broadening their offerings 
by German law, which forbids simulta- 
neous handling of life and non-life insur- 
ance by a single insurer. 

The large and medium-sized companies 
are mainly organized as stock companies, 
with the mutual form of organization 


1 Editor’s Note: This manuscript was translated 
from the German by Michael J. Sumichrast, The 
Ohio State University. 


found mostly among the small companies. 
The organizational and operating policies 
in both types of organizations are almost 
identical. 

Property-liability insurance contracts 
are written for longer terms than is typical 
in the United States. Automobile con- 
tracts range up to three years in duration, 
while other property-liability coverages 
are generally written for 5 or 10 years. In 
view of these extended policy periods, re- 
newal certificates are not required. The 
policyholders are annually reminded by 
simple notice to pay their premiums by 
check or by cash to the collecting agent. 
This is an obligation of their contract. If 
the client does not pay by the stipulated 
time, the insurer may sue for the payment 
of the due premium after issuing an ade- 
quate warning. If the policyholder fails 
to pay even after this warning, the insurer 
is freed from its contractual obligation 
without prejudicing its rights to collect 
the due premium. 

Regulations such as the above are in- 
corporated in a special insurance law 
which is valid in all of Western Germany. 
This law differs from the general business 
law of the country and takes priority over 
the general statutes. Thus the special law 
obtains over the common law. 

Insurance in Germany is regulated by 
the Federal Government. Only the smaller 
insurance associations and mutuals which 
operate in a restricted territory are regu- 
lated by the state governments, which is 
comparable to the regulation of insurance 
by the states in the United States. Nearly 
all large and medium-sized companies op- 
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erate in the entire Federated Republic. 
They are thus automatically subordinated 
to the Central Control Board located in 
Berlin. All classes of insurance except 
transport and reinsurance are subject to 
supervision. Rates may be set by the com- 
panies without state control, but the con- 
ditions of contracts are controlled. 

The premiums of German insurance 
companies totalled about DM 6 milliards 
(U.S. $1,500,000,000) in 1957. About 50 
per cent of this amount was in life insur- 
ance. Of the remainder, automobile and 
fire insurance accounted for the larger 
proportion. The loss ratio figures for 1955 
through 1957 given in Table 1 embrace 
the non-life insurance field. The ratios 
represent the combined experience of all 
German companies engaged in the indi- 
cated lines. 


TaBLe 1 


Loss Ratios or GERMAN NON-LIFE 
INSURANCE COMPANIES 




















Line of Insurance 1955 | 1956 | 1957 
Automobile % % % 
(1) Liability 74.7 | 76.1 | 76.5 
33 someon x 38.9 | 35.7 | 33.5 
amage to t e 
Vehicle Itself 53.7 | 53.1 | 50.2 
(4) Total Automobile 67.9 | 68.9 | 68.7 
Fire 
(1) Industrial Property | 63.3 | 62.8 | 59.7 
(2) Farm Property 45.1 | 46.8 | 48.2 
7 Other Property 26.4 | 30.3 | 26.2 
4) Business Interruption) 35.6 | 66.3 | 63.1 
(5) Total Fire 48.3 | 50.4 | 48.4 
Marine 67.7 | 68.2 | 67.6 
General Liability 82.4 | 79.1 | 72.9 
ar ne re i 62.2 | 59.7 | 58.5 
ry, an 
There” 17.5 | 17.7 | 18.0 
Machinery 65.5 | 67.8 | 64.7 





Distribution Methods 


German insurance companies use basi- 
cally the same method of distribution for 
property-liability lines as do the so-called 
direct writing companies in the United 
States. This approach is used by both the 
stock and mutual organizations. The agent 
generally represents only one company. 
The renewal rights to policies do not be- 


long to the agent but remain with the 
company. If an agent discontinues his as- 
sociation with an insurer, the policies he 
has written remain with the firm. He can, 
of course, attempt to transfer these con- 
tracts to the company with which he sub- 
sequently becomes associated, but this is 
made especially difficult because ot the 
long-term nature of the insurance con- 
tracts issued. Expressed in another way, 
the methods employed by American in- 
surers operating under the so-called Amer- 
ican agency system are not widespread in 
Germany. The number of brokers is also 
limited. 

Inasmuch as the typical agent ties him- 
self to one company exclusively, he is 
interested in that company selling all lines 
of property-liability insurance. If he does 
represent several companies, it is because 
each company writes a limited number of 
lines. He seldom represents several com- 
panies writing the same lines. The advan- 
tages of being with a single insurer stem 
from the more intensive marketing aids 
offered him by that company. The insurer 
is anxious to increase its production to 
the greatest extent possible so will give 
the agent considerable support in terms 
of training and sales aids. 

The part time agent plays an important 
role in Germany. Although no accurate 
figures are available, it is estimated that 
250,000 to 300,000 persons are operating 
in this capacity. It is further estimated 
that about 20 to 25 per cent of all insur- 
ance written emanates from this group. 
These agents have the assistance of com- 
pany employees, called inspectors, in sell- 


' ing insurance. The number of full time 


agents is variously estimated at between 
40,000 and 50,000. These figures compare 
with a total employment in German home 
and field offices of about 85,000 people. 
The main function of a part time agent 
is to solicit new business. Inasmuch as he 
typically has limited knowledge about the 
contracts he sells, he develops the con- 
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tacts with potential policyholders and then 
brings in the well-trained inspectors to 
consummate the sale. These company-em- 
ployee inspectors seldom solicit new busi- 
ness but are rather used for organization 
work and as experts to assist the part time 
agent. The need for this type of organiza- 
tion became evident when it was found 
that full time agents, who work without 
much help from inspectors, found it un- 
economic to contact large groups of in- 
sureds because of the small amounts of 
business (and commissions) to be ob- 
tained. For the most part, the same 
amount of time is required to underwrite 
small cases as large ones, so the difference 
in the earnings potential drove the full 
time agent to large accounts and left a 
void to be filled by the part time agent- 
inspector team. 


Objectives of Insurance Marketing 


The fundamental objectives of German 
insurers include a high level of customer 
service, low cost insurance, attractive op- 
portunities to agents, and good financial 
results. Success is measured by the extent 
to which these objectives are achieved 
rather than simply by the profits to the 
insurers. To the extent that the stated ob- 
jectives are achieved, profit for the in- 
surer will almost be automatic. 

Probably the most important objective 
is a high level of customer service. This 
goal is approached from many angles, in- 
cluding proper consultation for the cus- 
tomer with respect to the coverage he 
needs, the creation of a proper combina- 
tion of cover to best serve his needs, and 
provision of quick and liberal claims serv- 
ice. 

Every possible effort is made to offer 
insurance as cheaply as possible. This is 
done by simplifying home office adminis- 
trative services and by the proper organ- 
ization of field services. Special emphasis 
is given to the management of field serv- 
ices in an attempt to create a patriarchal 
and friendly relationship with agents. 


Company management tries to draw the 
agent close to the company both through 
the terms of his contract and by giving 
him the feeling that he is holding the 
right job and has chosen the right com- 
pany. It is important that this be done 
because of the expense arising from fre- 
quent agent turnover. All possible is done 
to make the agent's job attractive, and he 
is given a substantial level of personal 
support through the inspector svstem. 
Insurers are seeking the best possible 
financial results. Recent experience indi- 
cates that it is not wise to seek an increase 
of business at any price. The quality of 
business written is being increasingly 
questioned. Care in the selection of busi- 
ness is most important because of the long 
term nature of the contracts even though 
the insurance law allows either party to 
terminate the contract in case of a loss. 


Competitive Marketing? 

The German insurance market is a com- 
petitive one. Insurers are constantly seek- 
ing ways to expand their share of the 
market, both by urging more people to 
acquire insurance contracts for the first 
time and by attracting business from other 
companies. Some of the methods used 
are indicated below. 


Expansion of the Agency Force 

German insurance companies are mak- 
ing a constant effort to train more aggres- 
sive agents by recruiting additional people 
and by offering them constant schooling 
in insurance practices. Although agents 
traditionally collect premiums, there is a 
growing conviction that they should be 
relieved of this activity so that they can 


2The organization of the remainder of this 
paper follows that of the monograph, Trends and 
Problems in the Distribution of Property-Liability 
Insurance, by John S. Bickley (Columbus: The 
Ohio State University Bureau of Business Re- 
search, 1956). The translation of this monograph 
was prepared by the author and was published 
under the title, “Entwicklungstendenzen in der 
Sachversicherung der USA (Karlsruhe: Versiche- 


rungswirtschaft, 1958). 
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have more time for sales activity. Many 
are therefore considering the introduction 
of a so-called direct collection system 
under which the agent would not collect 
premiums after the initial sale. 

It is becoming increasingly difficult to 
find the right kind of people for fald 
service. The German economy is operat- 
ing at a level of full employment, and 
there is a general shortage of manpower. 
Most companies are therefore educating 
young administrative office workers for 
selling work. 


Improvement of the Sales Potential 
of Field Workers 

The most important effort being made 
to increase the sales potential of agents is 
by turning over as much administrative 
work as possible to the home office or to 
special employees in the field. The life 
insurance business has been showing 
better results in terms of the productivity 
of agents than has the property-liability 
segment of the industry. This is accounted 
for by the fact that the non-life agents 
must spend more of their time with the 
administration of insurance than in sales 
efforts. The difference does not appear 
to be related to the recruiting meth- 
ods of the two branches of the business 
nor to the type of persons put into sales 
activity. 
Selection and Training of Agents 
to Meets Needs of Market 

German insurers made little effort to 
select agents according to any standards 
until a few years ago. The same situation 
applied with respect to their training. 


There has been a rapid change in both’ 


of these areas with respect to the larger 
and better-established companies. These 
firms are seeking to recruit persons for 
selling who are qualified for work in par- 
ticular markets and are sending them into 
the field only after they are acquainted 
with the work of an insurance company 
and an agent, and after substantial school- 





ing. 

During the training period, which is 
usually in a company office, those respon- 
sible for field operations are given an op- 
portunity to judge the new candidates 
and eliminate those who are not felt to 
be capable. This selection process is most 
effective in that it occurs while the pros- 
pective agent is serving under the super- 
vision of those responsible for field ac- 
tivity. During this period of training the 
major emphasis is upon how an agent 
ought to sell, although knowledge of the 
theory of salesmanship is still in the 
kindergarten stage in Germany. 


Stimulation of Sales Activity 


There are limited means available by 
which to reward superior performance in 
the field by agents. The principal com- 
pensation is through a slightly higher 
commission rate for performance above a 
certain level or through additional allow- 
ances for meeting specified quotas. Some 
companies also sponsor contests in which 
those attaining certain production quotas 
are given bonuses. Only seldom do agents 
participate in a company profit-sharing 
plan. This type of extra compensation is 
considered desirable by many agents, but 
it has not been worked out successfully 
due to administrative difficulties. 


Efforts to Reduce Agent Turnover 


The loyalty of the field worker toward 
his company is insured not only through 
good compensation but especially through 
proper support given him in connection 
with his work and through a satisfactory 
system of old age insurance. A further 
device is the inducement of a promotion 
to serve as the manager of a branch office. 
Although this is an effective way to com- 
bat agent turnover, it creates problems as 
it means that competent field personnel 
are taken from direct selling. 


Development of New Sales Outlets 
There has been little initiative among 
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German companies in the direction of 
creating new sales outlets for insurance. 
The first vending machine was installed a 
short time ago in the Frankfurt airport. 
Up to this time its use has been so limited 
that the airport authorities have been un- 
able to determine whether to expand the 
use of this device. There is a question as 
to whether the German public is conscious 
enough of the need for insurance that it 
will buy insurance without the help of an 
agent. There is also the question as to 
whether any type of insurance other than 
the extremely short term variety can be 
sold through vending machines. 

Some of the larger insurers in Germany 
have established in the cities in which 
their home offices are located independent 
city branches where insurance can be pur- 
chased. The extent of sales in these sales 
offices has been so limited that the persons 
managing these companies feel further ex- 
perimentation in this direction is not war- 
ranted. Similarly, limited success has been 
achieved by seeking to sell travel insur- 
ance through a tie-in with travel bureaus. 

Attempts have been made to write 
group insurance contracts, similar to group 
life insurance, in the areas of accident and 
health, automobile, and liability insur- 
ance. The insurers undertaking such proj- 
ects sought clients among the large in- 
dustrial and commercial establishments in 
Germany. Time after time it was estab- 
lished that many of the employees brought 
into the group contracts already had the 
necessary insurance and therefore had to 
be separated from the group plan in order 
to prevent double insurance. The pro- 
grams consequently became so compli- 
cated to administer that the advantage of 
the plan was lost. 


Improved Policy Design 


This writer is convinced that insurance 
policies in Germany are not attractive 
enough and that their conditions are too 
lengthy. The difficulty which exists in 


terms of trying to bring about a change 
in this situation is that the form and con- 
tents of all policies must be approved by 
the Central Control Board. This group to 
date has shown little inclination to ap- 
prove significant deviations from existing 
practice. 


Package Policies 


Package policies have not proved suc- 
cessful in Germany. It is only recently 
that the reorganization of various covers 
into packages got over the discussion 
stage. From the beginning it was felt that 
they could only be offered to the custo- 
mers needing comprehensive coverage 
and to those who could afford such broad 
protection. The number of such customers 
is limited, with the result that the admin- 
istration of a package policy program 
would be expensive. 

Difficulties were also encountered in the 
establishment of rating methods. In most 
cases it was found that the package form 
leads to a reduction of the premiums in all 
classes without proportionately reducing 
the work involved. On the contrary, the 
work generally became more difficult. 
Trouble also developed in the establish- 
ment of reinsurance facilities for these 
forms. Finally, it has been discovered that 
the actual experience enjoyed on these 
covers is not always favorable. 

One cannot dispute the fact that pack- 
age policies are saleable. After consider- 
ation was given to the advantages and dis- 
advantages of such forms, they were 
introduced, mainly in those lines where 
there existed a similar basis for rating the 
various risks. The combination policy em- 
bracing the fire, burglary, water damage, 
and glass breakage perils was extremely 
successful. Most people are buying house- 
hold insurance on this basis. The inclu- 
sion of additional risks, however, has not 
proved successful. If liability or accident 
coverage is added to the above four perils, 
the same rating basis cannot be used. The 





insurance amount of the above package 
form becomes of little use in terms of 
quoting a rate. This has been the major 
difficulty in preventing the adoption of 
broadened forms. 


Liberalization of Insurance Contracts 


German insurers have recently made 
serious efforts to liberalize the conditions 
of their contracts. For instance, they have 
incorporated free coverage for theft of 
bicycles in their household burglary pol- 
icies. It should be remembered that the 
bicycle plays a most important role in 
Germany inasmuch as nearly every Ger- 
man family owns one or two such vehicles. 
Liability insurance, which until recently 
had been valid only in Germany, has now 
been made to apply throughout Europe. 
In the field of accident insurance, cover- 
age has now been extended to a world- 
wide basis, including coverage for air 
travel up to DM 100,000 (U.S. $25,000). 

Price and Service 

In order to compete most successfully 
in the German market it is essential to 
establish the lowest premium possible, 
even while realizing that there are possi- 
bilities for considerable fluctuations in loss 
experience. In view of this possibility, 
special care is taken with respect to rais- 
ing or lowering the rates on long term 
contracts. One difficulty of increasing 
rates is that for a considerable period of 
time there is created an unwanted admin- 
istrative split between the new and the 
old policies. This is true because one can 
only apply the new rates after the ex- 
piration of existing policies. 


It is easier to change rates in Germany 
than in many countries because such 
changes do not have to be approved by 
the Board. Companies generally are able 
to set their own rates. However, in cer- 
tain lines voluntary rate understandings 
exist among members of associations. 
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Selective Underwriting 

German insurers are endeavoring 
through a cautious underwriting policy to 
counteract the unfavorable loss experi- 
ence which has been a problem in the 
case of large insureds and in the auto- 
mobile insurance field. Control has been 
difficult in the automobile insurance area 
because of the existence of compulsory 
automobile liability insurance. The rates 
which have been established in this field, 
which are relatively easy to determine 
and are based only on the capacity of the 
vehicle, do not satisfy many insurance 
companies. Some reform measures are 
being taken, but these have been without 
conclusive results to date. 


Rate Adjustments 


In contrast to the situation in the United 
States, the yearly distribution of profits 
by mutual insurers has not proved to be 
a competitively advantageous practice in 
Germany. In the non-life insurance field, 
there exist no special plans with respect 
to rate reductions except the dividends of 
mutuals, just mentioned, and the bonus 
which is paid under automobile insurance 
contracts for specified periods of accident- 
free driving. The average insured seems to 
prefer the lowest possible rates and is 
interested in their being made available 
at the inception of the contract rather 
than at some later period in the life of 
the policy. The elimination of dividends 
does reduce administrative costs and 
thereby favorably affects the rate. This 
system of no dividends is therefore pro- 
moted by most German companies. 


Acquisition Cost 

The general level of commissions to 
agents in Germany is not as high as it is 
in the United States. The agent partici- 
pates in little of the administrative work 
with respect to policy issuance and does 
not draw up the contracts as is true under 
the so-called American agency system for 




















non-life lines in America, so there is no 
need for high commissions. As a result of 
this fact there is no problem, as seems to 
be true in the United States, of trying to 
decrease commissions. 

The problem relative to commissions 
relates to the danger of increasing them. 
Contracts and commissions of foreign 
agents have become known in Germany, 
and the full time agents have begun to 
wish for an increase in the existing com- 
mission scale. The knowledge of agents of 
the favorable scale paid under the so- 
called American agency system has re- 
sulted in German agents approaching their 
insurance companies to ask for similar 
conditions, especially insofar as their 
working status is concerned. This, of 
course, refers to the ownership of re- 
newals by the agent. In fact, Germany has 
the system which many United States non- 
life insurers are striving for; and, as such, 
it has to be defended. 


Efforts to Improve Customer 
Service 

One of the major factors in the efforts 
of German insurers to better service their 
customers is the steady improvement in 
claim service. The attempt is being made 
to decentralize this function as much as 
possible with the expectation that the in- 
creased cost resulting will be compensated 
for by the faster customer service. Below 
are indicated three specific ways in which 
the interests of the insurance buyer are 
being served. To these might be added the 
efforts to improve customer relations 
through advertising and through the pub- 
lication of periodicals for policyholders. 


Installment Payment Plans 


Although most premiums are paid on 
an annual basis, the options exist for 
quarterly and semi-annual payments. 
With respect to automobile insurance, 
most contracts are paid for on these op- 
tional bases. It does not appear that a 
competitive advantage can be gained by 
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shortening the premium-payment periods. 
Monthly premium plans have been found 
to be burdensome for both the insurer and 
the insured. To the extent that the agent 
participates in the collection of premiums, 
he is hindered in his sales efforts by hav- 
ing to collect monthly from a large num- 
ber of customers. 


Loss Prevention, Engineering, 
and Medical Service 


Only the largest companies writing fire, 
boiler and machinery, and automobile in- 
surance have made any effort to offer 
their insureds substantial help in the area 
of loss prevention, engineering, and med- 
ical services. This is true as most insurers 
have a limited number of industrial cus- 
tomers, and this type of service is costly 
to provide. Also, in the field of auto- 
mobile and fire insurance the work of loss 
prevention is handled by an association of 
insurance companies. 


Service Representatives 

The servicing of policies is an impor- 
tant part of the German insurance system. 
Work in this respect is considerably fa- 
cilitated through the issuance of long- 
term contracts. A most important aspect 
of this work is the problem of securing 
the renewal of these contracts for similar 
time periods. This work is often handled 
by a special group of employees, although 
the agent is motivated to seek such re- 
newals by the payment of an additional 
extension commission. 


Policy Questions with Respect 

to Distribution 

Specialization by Agents and 

Companies 

As was indicated above, the majority of 
companies and agents operate on a mul- 
tiple line basis. As a general rule, the 
companies prefer to have both part time 
and full time agents spread their efforts 
among all lines. There are situations, 
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however, in which agents will be given 
the opportunity to specialize and will not 
be brought under pressure to sell all lines. 
This is especially true if an agent has 
shown himself to be an outstanding pro- 
ducer through the route of specialization. 
In spite of a tolerance of specialization, 
the basic desire of companies is to have 
agents spread their efforts among all lines. 
They are stimulated to do this through 
contests in which success is measured in 
terms of the production of certain com- 
binations of types of coverage. It is also 
pointed out to agents that exclusive atten- 
tion to one branch of insurance can under 
certain circumstances have unfavorable 
results and limit the eventual potential of 
the agent. 

A few companies and agents have 
started to separate their activities in terms 
of the market being served, namely per- 
sonal and business lines. Some companies 
cultivate mainly the field of large indus- 
trial firms, but they do not refuse to 
handle small and medium-sized busi- 
nesses. On the other hand a great many 
companies prefer the small and medium- 
sized business account and show little in- 
terest in the large client. For the most part 
German insurers have shown no concern 
for the advantages and disadvantages of 
breaking down their activities into per- 
sonal and business lines. It is simply felt 
that there is no clear-cut advantage to 
specializing in one market or the other. 


Concentration versus Diversification 
of Sales Activity 


Most German companies operate in the 
entire Federal area. Just about every 
company, however, finds that there are 
certain areas in which it is most produc- 
tive. This area is either the region around 
the home office or the region or regions 
where the company has been well estab- 
lished and has been well represented in 
terms of an agency force for a long period 
of time. 


There appear to be certain advantages 
to concentration of activities in specific 
regions. Time and expense can be saved 
by operating in an “inner circle,” as this 
area can be worked intensively. Many 
companies handle too large regions and 
obtain limited premium writings from 
many parts of the country. Intensive busi- 
ness concentration should therefore be 
given favorable consideration. 


Development of Natural Markets 


Several insurance companies concen- 
trate their efforts on industrial, farm, and 
political (trade union) associations. How- 
ever, the majority of German insurers 
work without such attachments and oper- 
ate in all types of customer circles. It is 
this author’s feeling that such politically- 
oriented associations are not wanted and 
that the most successful companies oper- 
ate among all classes of people. 


Centralization versus Decentralization 


Field work with reference to sales ac- 
tivity and the servicing of claims are de- 
centralized as a rule in Germany. As far 
as administration is concerned, opinions 
vary. On the whole there is a trend to- 
ward centralization. This can be explained 
by the fact that.generally the concentra- 
tion of administration of large enterprises 
in German insurance is more profitable 
than when such administration is spread 
out. Distances are not as great as in the 
United States, and there are good post 
and train connections to most points 
within the country. Further pressure for 
centralization of administration is coming 
from the introduction of modern office 
equipment, which has increased consider- 
ably over the past few years. 


Single Line versus Multiple Line 
Underwriting 

Practically no property-liability insurer 
in Germany writes a single form of cover. 
There is a contrary trend toward offering 
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as many lines of insurance as possible. At 
the same time the advantages of specialty 
companies in terms of their ability to con- 
centrate on a narrow market are not to be 
underestimated. Administrative expenses 
are somewhat lower for companies writing 
limited lines than for companies writing 
all lines. 

In favor of the multiple line approach, 
it can be said that there is a certain 
amount of danger for any company spe- 
cializing on automobile insurance, for 
instance, because of the ever increasing 
trend toward nationalization of insurance. 
Also, it is felt that the proper administra- 
tion of the insurance business requires the 
balancing and averaging made possible by 
writing several lines. It has been estab- 
lished that sales personnel prefer working 
for multiple line companies. Finally, the 
business of specialty companies may be 
less stable because their policyholders are 
constantly coming into contact with other 
insurance companies which write that 
particular line as well as many others. 
Therefore, the successful German com- 
panies pursue multiple rather than single 
line policies. 


Efforts to Reduce Overhead in Home 
and Branch Offices 

Quite recently German insurance com- 
panies began taking systematic measures 
for the simplification of office administra- 
tive work. The underwriting of contracts; 
the expediting of premium payment; regis- 
tration, tabulation, and other activities are 
being simplified and improved upon in- 
sofar as possible. The use of punch card 


systems is being increased, and the adop- 
tion of electronic equipment is under 
serious consideration. So far few firms are 
using electronic equipment because their 
scale of operations will not support an 
economic installation. 

It is this writer’s view that considerable 
improvements are still possible in Ger- 
many in the area of simplification of ad- 
ministrative procedures. More efficient use 
of personnel will become necessary as 
working hours are shortened from their 
present 45 to 48 hours per week. 


Conclusions 


Property-liability insurance in Germany 
has been undergoing rapid development 
in the recent past. The volume of business 
has doubled in the past five years. At the 
present time it enjoys a fundamentally 
favorable cost and loss relationship. The 
ratio of expansion, with few exceptions, is 
nearly the same for all companies. Apart 
from quality of organization and manage- 
ment, it can be said that there are no de- 
cisive competitive factors currently evi- 
dent which should give one company a 
distinctive and decisive advantage of the 
others. 

How long this gratifying and uniform 
development, which can be said to be 
typical of insurance developments, will 
last remains to be seen. Already in the 
field of automobile insurance, which has 
so far experienced a steady growth mainly 
because of government-fixed premiums, 
there are signs that could point toward 
eruption of a competitive war on all fronts. 








A COMMENTARY ON FOREIGN INSURANCE 
PRACTICES 


R. Maynarp TOELLE 


American Foreign Insurance Association 


This commentary provides a description 
of certain aspects of personal insurance 
as it is written outside the United States. 
In this country insurance practitioners and 
scholars can become so concerned with 
domestic operations that they overlook 
some worthy features used by foreign in- 
surers which might well be considered for 
adoption in this country. In any case, a 
look at “overseas” insurance practices can 
be stimulating. 

More than 200 recognized countries and 
geographical divisions exist on earth, and 
over half of these have locally-incorpo- 
rated insurance organizations. With such 
a large number of separate jurisdictions, 
insurance practices are bound to be ex- 
tremely diverse. In this paper only a few 
of the interesting variances will be con- 
sidered. 


Accident and Health Insurance 


Attention is turned first to the field of 
personal health insurance. The types of 
disability income insurance available over- 
seas are more limited than the covers writ- 
ten in this country. The normal policy 
limits disability income to 12 months if 


due to accident and to 6 months if due to 


sickness.! 


1Some exceptions to this practice, of course, 
exist. In Mexico, for example, the practice is to 
provide accident coverage for 48 months after 
the date of the accident. South Africa, Hong 
Kong, Malaya, and several British Commonwealth 
countries impose a 24 month limit on accident 
indemnity. In a few countries sickness benefits 
may extend for 12 months. 


The approach in most countries is to- 
ward a short term of indemnity for sick- 
ness resulting from specified diseases. The 
form used widely in Pakistan is one ex- 
ample, although other forms are even more 
restrictive. In Pakistan the maximum in- 
demnity period is usually 52 weeks, start- 
ing with the first visit to a physician. This 
date is not necessarily the first day of the 
illness. The standard coverage is limited 
to 50 specified diseases, varying from 
angina pectoris to whooping cough. Cov- 
erage for malaria, influenza, dysentery, 
and dengue fever are commonly not in- 
cluded in the standard coverage but are 
available in some areas at an additional 
premium. One interesting feature pro- 
vides the insured up to four weeks’ bene- 
fits if he is confined as the result of a 
quarantine by legally-constituted author- 
ity and is not entitled otherwise to any 
benefits under the policy. 

The maximum period of indemnity is 
commonly set at 26 weeks in the United 
Kingdom. The contract may stipulate fur- 
ther that the insured must be house-con- 
fined to receive the full benefits for this 
period. Several countries follow the 
United Kingdom form; still other coun- 
tries are even more restrictive. Few un- 
derwriters will go so far as to provide 
sickness insurance for all unspecified ill- 
nesses in any country abroad. Some un- 
derwriters, however, will provide a medi- 
cal expense coverage just about world 
wide and will extend this coverage to 
specified diseases and to accidents. 
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Special Health Insurance Practices 

Several other practices in the personal 
accident and health field deserve mention. 
Three of special interest are: (1) travel 
accident insurance is frequently available 
in combination with baggage or other 
personal effects insurance; (2) few coun- 
tries control accident and health insurance 
rates; and (3) with respect to reinsurance, 
Brazil, France, and Egypt have govern- 
ment-owned reinsurance organizations 
which take a certain percentage of each 
risk. In the Argentine the Instituto de 
Reaseguros requires cession of 100 per 
cent of the aviation exposure under each 
individual policy. 

Accident Coverages 

Personal accident coverages abroad 
commonly exclude disability arising from 
such hazardous sports as hunting, steeple- 
chasing, motor cycling, mountaineering, 
polo, and football (known as soccer in this 
country ). The significance of such exclu- 
sions may be seen in the fact that in many 
parts of the world these sports are played 
on weekends by large numbers of persons 
and are as popular in terms of participa- 
tion as is golf in the United States. In 
some countries underwriters will agree to 
eliminate such exclusions for an addi- 
tional premium or by inserting a 7 or 14 
day waiting period. 

Accident forms in general use in Eng- 
land, India, Pakistan, Hong Kong, and 
other areas exclude claims arising from 
the use of drugs, from intoxication, and 
from “provoked assault.” The Venezuelan 
form excludes, in addition to the fore- 
going, any claims aggravated by venereal 
disease. In sharp contrast to these exclu- 
sions, the Philippine market is conditioned 
to a clause which declares that “murder 
and assault” is an accident within the 
meaning of the policy. 

In some countries medical expenses will 
be covered to a specific percentage of the 
weekly indemnity indicated in the policy 
—to a certain monetary limit. Under- 


writers in South Africa and Hong Kong 
are now following the American practice 
of writing a blanket medical limit. Such 
coverage may well become available in 
other countries in the near future. 

Most accident policy forms abroad use 
“violent, accidental, external and visible 
means” in the insuring clause. The Ameri- 
can influence is being felt in a few places 
to the extent that underwriters are begin- 
ning to offer “accidental bodily injury” 
forms at rates somewhat higher than for 
the standard clause. 

Many accident policies in England and 
countries of the Commonwealth provide 
for a renewal “bonus.” Policy limits are 
increased by 5 per cent of the original 
principal sum for each renewal until the 
original amount has been increased by 
50 per cent. The effect of this provision is 
to reduce an insured’s inclination to switch 
companies. The ingenuity of competing 
salesmen has counteracted this tendency 
somewhat as agents will offer to continue 
the earned “bonus” with the new company 
as an inducement to the insured to switch 
at a renewal date. 

In some countries the policies run for 
several years. In France and Italy, for 
example, ten year contracts are common 
for personal accident as well as for several 
other forms of coverage. Even though 
premiums under these long-term policies 
are payable annually, the companies are 
bound to the original rate for the full 
term. 


Non-Automobile Property-Liability 
Insurance 

Attention is now turned to insurance to 
indemnify against physical damage to 
property other than automobiles and to 
certain liability covers. The primary type 
of coverage in the personal (as opposed 
to commercial) field is afforded by the 
householder’s comprehensive policy. Cov- 
erage is offered in several forms. One 
form used is for an owner-occupant, an- 
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other covers an owner not occupying his 
premises, and another is for tenants. In 
each case the cover is almost all inclusive 
with respect to physical damage losses to 
or on the premises. This type of insurance 
is written in too many countries to permit 
easy comparisons. Consideration shall be 
confined to the form generally used in the 
United Kingdom. 


Housel.oulder’s Comprehensive Cover 
in the United Kingdom 


In the United Kingdom the household- 
er’s comprehensive cover is provided un- 
der three basic insuring agreements. The 
make-up of each section is briefly sum- 


marized as: 


(1) Loss of or Damage to Buildings— 
Buildings are insured against the follow- 
ing perils: (a) fire, explosion, lightning, 
riot, aircraft, storm, earthquake, road ve- 
hicles, and animals; (b) burglary, house- 
breaking, larceny, and theft—applying 
mainly to fixtures but excluding such 
losses in unfurnished houses; and (c) 
bursting and overflowing of water pipes, 
tanks, and other containers—usually writ- 
ten subject to a small deductible. 

(2) Loss of or Damage to Contents— 
The householder’s comprehensive cover as 
applied to contents is basically the same 
as the cover for buildings. The dishonesty 
losses (referred to in (1)(b) above) ap- 
ply even when the premises are sub-let. 
Wrongful abstraction of money, however, 
is excluded in any case. Off-premises 
contents coverage can be obtained, but 
the protection is more narrow than it is 


on-premises. Also, it is subject to a limit 


equal to 15 per cent of the total value 
declared. The contents coverage on the 
premises includes loss of property of serv- 
ants caused by the perils listed and in- 
cludes breakage of mirrors by any cause. 

(3) Other Contingencies—In the third 
section of the policy a variety of covers is 
included. These can be summarized as 
follows: 


(a) If the owner does not occupy his 
premises, a loss of rent coverage is avail- 
able. The same perils apply as in the 
two other basic parts of the policy. The 
limit here is 10 per cent of the full value 
of the building. If the owner is occupy- 
ing premises rendered uninhabitable, 
additional living expense insurance ap- 
plies. 

(b) Insurance is provided against acci- 
dental damage to underground water 
pipes connecting the building with the 
public main. 

(c) Employer’s liability insurance is in- 
cluded without any monetary limit. This 
part of the policy can be extended to sup- 
plement the benefits payable under a 
workmen’s compensation act and to pay 
full wages for a specified period. 

(d) The owner’s or tenant’s public lia- 
bility is covered. The standard form car- 
ries a limit of £25,000 but permits re- 
moval of all monetary limits for a small 
additional premium. 

(e) This contingencies section of the 
policy can even include an accidental 
death benefit. Up to 21,000 can be pay- 
able upon the death of the insured when 
the death results from fire or acts of 
burglars. 

Premiums for the policy are calculated 
by applying a rate to the separate values 
of the building and the contents. In the 
United Kingdom the rate on buildings 
rarely exceeds two shillings, three pence 
(approximately $.31); on contents the 
rate rarely exceeds .25 per cent of the 
value of the contents. These rates, unlike 
those for personal accident and health 
insurance, are promulgated by a tariff 
body in the United Kingdom, as is true in 
nearly every other country abroad. 


Floaters 


Many policies other than the house- 
holder’s comprehensive policy are avail- 
able in foreign markets to cover property. 
For example, underwriters in most coun- 
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tries are willing to write all risk floaters 
on cameras, jewelry, furs, and similar per- 
sonal property. In many instances the 
terms and conditions are much like those 
in general use in the United States. 


Motor Car Coverages 


The field of motor car insurance abroad 
is of primary importance from several 
standpoints. In terms of demand it is the 
most important coverage. It is the only 
casualty form written in many countries. 
In terms of premium income it outranks 
even fire insurance in many countries of 
the world. In terms of problems presented 
to the underwriters it is certainly fore- 
most. 

The forms in general use abroad differ 
from the American form and, in turn, 
differ considerably from each other. Al- 
though rates vary widely from country to 
country, they are usually fixed by a tariff 
body which also frequently specifies the 
form as well and permits no variation in 
either form or rate except through special 
filing and promulgation. 


Basic Forms 

Despite a host of differences in policy 
provisions among the countries, the poli- 
cies resolve themselves fundamentally into 
two basic forms. These are: first, a form 
to cover bodily injury liability, and sec- 
ond, a form to cover property damage lia- 
bility and other motor car losses. The need 
for the two distinct forms has been 
brought about by the enactment in many 
countries of laws requiring that vehicles 
be insured to cover the bodily injury lia- 
bility risk. Such laws exist in the United 
Kingdom, Japan, Venezuela, Australia, 
New Zealand, Egypt, France, and many 
other nations. The liability imposed upon 
the car owner for bodily injury is usu- 
ally unlimited in amount. For this rea- 
son the policies likewise are often written 
without any monetary limit. 

In many cases the coverage under the 
bodily injury liability policies, issued to 


comply with the so-called “Road Acts,” is 
rather limited because of the narrow re- 
quirements of the laws. The need of the 
insured for broader coverage is met by 
suitable endorsements to the policy. The 
endorsements really constitute the second 
basic form to which reference was made 
in the preceding paragraph. For example, 
since property damage liability in many 
countries is not compulsory, it is often 
covered along with other exposures in the 
endorsements. 


Motor Car Insurance in Australia 

Since a country-by-country discussion of 
the details of the forms would grow cum- 
bersome, attention will be given here to 
the Australian form. In some ways it is 
illustrative of the forms used in several 
countries. 

In Australia, the car owner needs two 
policies to be insured properly. The first, 
known as the “Statutor Policy,” is issued 
in certificate form by the Registrar of 
Motor Vehicles at the time the car is 
licensed. This policy covers bodily injury 
liability only to the limit stated in the law. 
The companies, which are the actual in- 
surers, have no opportunity to select the 
risks assigned to them by the Registrar's 
office. 

The second policy is known as a “Motor 
Vehicle Policy” or “Private Motor Vehicle 
Policy” and is issued at the branch office 
of the insurer. Basic coverages are (1) 
loss of or damage to the vehicle and (2) 
legal liability other than the liability im- 
posed upon the insured under the “Road 
Act.” Section 1 of this second policy stipu- 
lates that the issuing company agrees to 
pay for any physical damage loss (often 
without any deductible amount), includ- 
ing the cost of removal of the vehicle to 
the nearest repair site. Section 2 stipu- 
lates that the company agrees to “indem- 
nify the insured against liability at law” 
for damages to persons or property. This 
section covers any legal liabi.::y other 
than that assumed under the “Statutory 








74 The Journal of Insurance 


Policy.” Unlike the “Statutory Policy,” the 
“Motor Vehicle Policy” is subject to a 
monetary limit. 

Many of the provisions in the Austra- 
lian policy are much like the United States 
form. These include coverage for legal 
defense, an “omnibus” clause, and a pro- 
vision for medical expenses for “first aid.” 
Some of the exclusions in Australia are 
common to such policies almost every- 
where. Others are not usually seen in this 
country. Examples include losses caused 
by explosion of any boiler which is a part 
of, or is attached to, the vehicle; losses 
caused by earthquake or subterranean 
fire; losses occurring while the vehicle is 
being driven by any person under the in- 
fluence of intoxicating liquor or any drug; 
losses occurring while the car is in an un- 
safe condition; and losses occurring while 
the car is used in racing or reliability 
trials or in preparation tests for such con- 
tests. 


Provision for Use Away from Home 
Country 

Use of the automobile away from its 
home country creates a special problem. 
Automobiles move freely between the 
United States and Canada with the mini- 
mum of formality. Insureds are seldom 
concerned with the validity of their insur- 
ance. The story abroad is entirely differ- 
ent. Each continent has its special prob- 
lems, and these vary substantially. One 
European approach deserves at least brief 
mention. 

Western Europe is a relatively small 
land mass whose cities are connected by 
an extensive network of paved roads. 
These roadways are heavily used by both 
commercial and pleasure vehicles. Many 
years ago a form of automobile “passport” 
was established. Through appropriate 
official agencies the car owner can now 
secure a “Carnet des Passages en Dou- 
anes” which acts as a customs pass. This 
pass permits the car to cross international 
borders without the payment of duty. The 


owner or his guarantor promises that the 
car will leave the country within an agreed 
time or that the owner or his guarantor 
will pay the appropriate customs duty 
which, in some countries, is as much as 
70 per cent of current value. 

The gradual adoption of compulsory in- 
surance legislation in most of Western 
Europe raised an additional problem in 
that policies valid in, say, France were 
not acceptable in England. Lack of ac- 
ceptability might stem from differences in 
coverage and currency or perhaps from 
the fact that the issuing company was not 
licensed in England. 

An international organization was re- 
quired to cope with these problems. In 
1953 agreement was reached on the use 
of the International Motor Insurance Card 
(“Green Card”). The organization which 
makes the procedure possible is an asso- 
viation of the individual country Motor 
Insurers Bureaux covering all of Western 
Europe and to which each company li- 
censed in the individual country must be- 
long. The effect of this system, for exam- 
ple, is that a policy issued by a French 
company (not operating outside of 
France) can be accepted in any other 
country of Western Europe. Claims are 
settled through the bureau of the country 
in which the accident occurs and are peri- 
odically reported through the international 
association which acts as a clearing house 
for currency settlement. With the “Green 
Card” the insured’s coverage is validated 
in the several countries through which he 
may travel and the limits and conditions 
are equalized with those of the policies 
available locally in the countries through 
which he is traveling. 


Miscellaneous Features of Motor Car 
Insurance 

The use of deductibles applicable to 
collision or other physical damage is not 
as widespread overseas as in the United 
States. The rating approach is generally 
to charge a premium for full coverage and 
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then to allow discounts for the chosen de- 
ductibles. 

In many countries, the automobile pol- 
icy can readily be extended to include 
personal accident insurance for the in- 
sured and members of his family. Such 
coverage is not necessarily limited to acci- 
dents involving the insured vehicle. 
Accident coverage is also available for a 
hired chauffeur. In the United Kingdom 
employer's liability coverage to apply to 
chauffeurs or guides is written as an en- 
dorsement to the automobile policy. 


Miscellaneous Insurance 


In addition to the covers mentioned 
above, several less important forms of per- 
sonal insurance are available overseas. 
Because of the general use of the house- 
holder’s comprehensive form, the issuance 
of personal liability insurance is not usual 
except in areas like the Philippines where 
the comprehensive form is not available. 
In Germany applicants for hunting li- 
censes must show evidence of having 
hunter’s liability insurance written for a 


modest limit to apply during the period 
of the license. 

A demand for golfer’s liability insur- 
ance exists in Brazil and South Africa 
where weather permits playing the game 
year round. The usual coverages are fire, 
theft, breakage, liability, and personal 
accident. Some companies will also issue 
a “Hole-in-One” rider under which a cash 
benefit is paid to buy the traditional round 
of drinks at the “nineteenth hole” after the 


momentous “ace” is scored. 


Summary Observation 

On the basis of these few general com- 
ments one can see that the functions of 
insurance are the same world-wide. Dif- 
ferences in currency, language, customs, 
and other cultural features do create dif- 
ferences in insuring activities. In many 
cases insurance practices in the United 
States look good in comparison with ac- 
tivities in other countries; in other cases 
domestic insurance might be improved 
through the adoption of certain features 
of overseas counterparts. 








A NOTE ON THE DESIRABILITY OF ORGANIZING AN 
INTERNATIONAL SOCIETY OF INSURANCE 


Davis W. Grecc 


The American College of Life Underwriters 


Has the science of insurance matured to 
the point that we are ready for an Inter- 
national Society of Insurance? [t would 
seem that this question is a timely one. 

For many years there has existed a 
number of international and _ regional 
meetings in insurance. Among the more 
significant are the International Congress 
of Actuaries which has been held, usually 
quadrennially, since 1895, and the Hemis- 
pheric Insurance Conference which has 
been held, usually biennially, since 1946, 
in North and South America. As another 
example, the International Union of Ma- 
rine Insurance has regular annual meet- 
ings in various parts of the world. Other 
groups have met formally and informally 
over the years. 

Aside from these meetings which do not 
aspire to serve all segments of insurance 
on a world-wide basis, there has been 
little opportunity for students and leaders 
in world insurance to share scientific 
knowledge. 

Never in the history of private and 
governmental insurance has it been more 
important for practitioners and teachers to 
keep a proper perspective as to the oppor- 
tunities of each in serving a complex and 
changing world. Never has it been more 
important that professional men and 
women of insurance avoid over-specializa- 
tion of their knowledge and understanding 
and look instead to the broader economic 
and social developments of real signifi- 
cance to the future of insurance. Never 
has it seemed more important that the 
avenues of communication among insur- 


ance men of the world be opened through 
some broad and effective organization. 


The First International Insurance 
Conference 


A dramatic and specific illustration of 
the need for some permanent organization 
on an international basis was the First 
International Insurance Conference held 
in Philadelphia in May, 1957. This Con- 
ference was sponsored by the University 
of Pennsylvania in celebration of the 75th 
Anniversary of the Wharton School of 
Finance and Commerce. To the Confer- 
ence were invited private and govern- 
mental insurance leaders as well as insur- 
ance teachers and scholars. About 450 
persons representing 33 nations of the 
world attended and benefited from the 
Conference. 

Expressions frorh many who attended 
the meeting indicate that it served a use- 
ful function. Representatives from all seg- 
ments of the insurance business had an 
opportunity to discuss insurance princi- 
ples, philosophies, practices, and problems 
on an academic level. The opportunity 
for public and private insurance repre- 


sentatives to join together in discussions 


was worthwhile to each. The opportunity 
for fellowship among persons from many 
nations opened avenues of social and pro- 
fessional communications which did not 
exist before. 


Objectives of Society 


The basic objectives of an “International 
Society of Insurance” might be: 
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1. To promote scientific knowledge 
with respect to insurance; 

2. To further the development of insur- 
ance educational facilities of the world; 
and 

3. To encourage friendship and fellow- 
ship among insurance men of the world. 


In regard to the first objective, there is 
little doubt that the science of insurance, 
on the theoretical level as well as the prac- 
tical level, would be advanced more rap- 
idly by an international sharing of knowl- 
edge and understanding. Many persons 
believe that there is too little communica- 
tion among the world’s insurance thinkers 
and leaders; that there is too little stimu- 
lation of insurance thought among nations; 
that there is too little mutual sharing of 
problems. More “reciprocal trade” in ideas 
is needed. 

Untold value can result from furthering 
the insurance educational facilities of the 
world. It appears that at present there 
are more than 500 college-level teachers 
of insurance in 53 countries outside the 
U.S.A. (A multi-lingual survey of insur- 
ance educational facilities outside the 
U.S.A. is being made by the American 
College of Life Underwriters and will be 
published in 1959.) There has been little 
contact between this group and the nearly 
600 teachers in insurance in the U.S.A— 
to the detriment of both groups. Closer 
association and communication would in- 
evitably lead to a sharing of worthwhile 
ideas on insurance and educational prob- 
lems. 

Friendship and fellowship among insur- 
ance men of the world would seem to add 
vital strength to the future growth of in- 
surance. Also, and of even greater impor- 
tance, it would be an effective step toward 
future peace. Through the medium of 
personal friendships — what President 
Eisenhower has called “people-to-people 
partnership”—it is possible to create rela- 
tionships throughout the world with per- 
sons having common interests and com- 


mon goals. The effect can be professionally 
and personally stimulating. 


Structure of the Society 


Membership 

Membership in the Society might be of 
various classes. It should include not only 
teachers, writers, and theoreticians, but, 
also, leaders in private and governmental 
insurance interested in the Society’s ob- 
jectives. It is possible that the Society 
could be organized on the basis of several 
homogeneous “sections” which, within the 
general framework of the organization, 
would pursue their own particular inter- 
ests. In view of the common interests of 
educators, they would probably want to 
constitute a section. 

Dues should be modest in order to en- 
courage membership by all properly quali- 
fied persons regardless of financial status 
or international currency restrictions. 
Administration 

The Society should be administered by 
an International Board representative of 
the membership and by an Executive 
Committee composed essentially of the 
Society’s officers. A general secretary and 
permanent office would serve as the center 
of record-keeping and communication. 
Activities 

The activities of the Society probably 
would be quite limited at the beginning. 
It is likely that dues would afford little 
beyond a membership card and a roster of 
member names and addresses. It would 
be hoped that a multi-lingual periodical 
communication could be developed as a 
form of “newsletter”. Later, there could 
be a similar sharing of worthy papers of 
interest to the membership. 

Certainly, it would seem desirable to 
have periodical face-to-face meetings of 
the members, possibly every four years. 
It is entirely possible that there could and 
should be some coordination of activities 
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with the International Insurance Confer- 
ences, now tentatively planned on a quad- 
renniai basis. Since the Second Interna- 
tional Insurance Conference will be held 
in 1961, this might be the appropriate 
time to have the first formal business 
meeting of the Society. 


A Plan of Action 


The American Association of University 
Teachers of Insurance, devoted to all 
facets of insurance, and probably the larg- 
est society of teachers and insurance lead- 
ers interested in education, research, and 
scientific inquiry in the world, might well 
interest itself in this project. Many mem- 
bers of the Association have had a long 
and continuing contact with foreign teach- 
ers and scholars; and, individually, they 
might indicate their interest and willing- 
ness to work towards the formation of the 
Society. Many company and trade associa- 
tion executives have excellent professional 
and social contacts throughout the world; 


many also are interested in a direct way 
in the President’s “people-to-people” pro- 
gram. They would almost certainly look 
to the proposed project as a tangible 
means not only of building bridges of 
friendship between nations but, also, as 
an opportunity for citizens of the United 
States to export knowledge of insurance 
theory and practice and, at the same time, 
import the knowledge and experience of 
others throughout the world. 

These observations are intended to sug- 
gest formally the organization of an In- 
ternational Society of Insurance. Ulti- 
mately such a Society will be organized; 
the only question is whether the time is 
now. Should the answer be “yes”—as the 
author plainly believes it should be—then 
much careful thinking and planning by 
those interested here and abroad is 
needed. It has been said that “the longest 
journey begins with but a single step.” Is 
now the time to take the first step? 








A NOTE ON THE NORWEGIAN 
SCHOOL OF INSURANCE 


GuNNAR LEGANGER 


Den Norske Forsikringsforening 


The Norwegian School of Insurance 
was founded in 1950. It was established 
by the Norwegian Insurance Association 
(Den Norske Forsikringsforening ), 
founded in 1900. This organization is also 
responsible for the Norwegian Insurance 
Library and The Norwegian Insurance 
Year Book. 

Starting in January, 1959, the School 
will be organized as an independent foun- 
dation and will be controlled by the com- 
panies which finance the program. The 
administrative costs are shared by mem- 
ber companies in relation to the number 
of their office employees. Members of 
the organization are Norwegian life and 
non-life companies and general agencie:.. 
A Board of Directors, composed of man- 
agers of the member organizations, e:- 
tablishes policy for the School. The ad- 
ministration is under the guidance of a 
Dean. 

The School is responsible for the train- 
ing of about 4,000 home office employees 
and about 1,000 full-time agents through- 
out Norway. The main activity of the 
organization is in Oslo, where the admin- 
istrative offices are located. Training ac- 
tivity in such cities as Bergen and Trond- 
heim is administered by local boards, 
working in cooperation with the School. 


Courses 


Special courses are provided for newly- 
appointed home office personnel. The 
same work is given to both life and non- 
life personnel. The objective of this work 


is to make employees public relations con- 
scious by giving them a broad view of 
the concept of insurance. It is expected 
that in time these courses will be made 
compulsory for all newcomers in the in- 
surance industry. After completion of the 
introductory course, the employees may 
enroll for work in the different branches 
of life and property-liability insurance. 

Additional courses are given to agents, 
both those established in the business and 
those just starting their careers in selling. 
There are also special accounting courses 
for the head accountants of insurance or- 
ganizations. These classes are based on a 
new standard accounting plan for insur- 
ance which was prepared by the staff of 
the School after 5 years’ research work." 
Special courses are also arranged in con- 
structing forms, filing, the use of punched 
cards, addressograph, and other matters 
of importance in terms of improving pro- 
ductivity and efficiency in the whole in- 
dustry. 

As an example of the arrangements 
made for the School's courses, the pro- 
gram first described in this section consti- 
tutes 50 to 70 hours of lectures given in 
the morning hours three times a week. A 
written examination must be passed. Fees 
are paid by the companies, and all stu- 
dents attending are selected by the insur- 
ance organizations themselves. 


Training Methods 
Lectures are generally given by indus- 


1 Editor’s note: An article will appear in a 
later issue describing this plan. 
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try people who have special skills in the 
areas in which they teach. Each lecturer 
must prepare an outline for his subject 
and indicate appropriate references in the 
literature and other sources. This material 
is mimeographed and given to each stu- 
- dent the day before class. The outline 
thus helps the student in his preparation 
for class. The outline is printed on half 
the page so that the open part can be used 
for personal notes and the recording of 
key ideas. These outlines are reviewed 
carefully by the staff prior to the begin- 
ning of classes in order to coordinate the 
different subjects and to prevent overlap- 
ping. When the course must adhere to a 
fixed time schedule, the outline is espe- 
cially useful to assure compliance. 

Students are allowed to ask questions 
during the lecture period. However, the 
instructor is urged not to provide answers 
himself. He encourages class participa- 
tion by letting members of the class form 
answers insofar as possible. Discussion 
of this type is encouraged. 

All course materials given to the stu- 
dents are placed in a ring notebook. This 
becomes a useful handbook and generally 
finds its way to the student’s desk in his 
office where it can be of constant help. 


Teacher Training 


The teachers are trained in special 
courses on pedagogy. Much stress is put 
on increasing the skill of instructors in 
stimulating students. These courses are 
also arranged by the School. The train- 
ing officers of Norwegian insurers may at- 
tend these courses. This helps create a 


good contact between teachers in the. 


School and the teachers in the offices of 
the various insurance firms. Many of the 
company training officers are also active 
as teachers in the School. 


Executive Development Program 


Special stress has been placed in recent 
years on the training of future executives. 
The latest effort in this area will be the 


inauguration in 1959 of a management 
course for younger top managers and 
representatives from the top of the middle 
management group. There will be about 
30 persons in residence for each course. 
These will be of four weeks’ duration and 
will be divided into two parts. Three 
weeks will be devoted to this in the Spring 
of 1959 and one week in the Fall. During 
the interval certain group activities will 
be prescribed. 

This executive development course is 
felt to be one of the first—if not the first 
—arranged in Europe within the insur- 
ance industry. The consultant for this 
special program is Professor Rolf Waaler 
of the Administrative Research Founda- 
tion at the Norwegian School of Economy 
and Business Education in Bergen. It is 
sponsored by the Norwegian Insurance 
Association and will later be transferred 
to the Norwegian School of Insurance. 


Marine Discussion Group 

Some years ago an experiment was un- 
dertaken in order to develop the manage- 
ment potential of the younger marine 
insurance employees. Because of its sub- 
stantial mercantile fleet, marine insurance 
is important in Norway. In order to assist 
the companies in training their younger 
men for more responsible positions, a 
study trip to England was arranged by the 
School. 

The program started with study group 
activities for about one year, based pri- 
marily upon The Chartered Insurance In- 
stitute’s (England ) correspondence course 
in marine insurance.? The students were 
required to speak English in their group 
meetings, with the result that they im- 
proved their ability in that language mark- 
edly. After the year of preparation, the 
group went to England for 14 days. 

The stay in London, with three days in 
Liverpool, was devoted to morning lec- 

*Editor’s note: See Volume XXIV, Number 3 of 


The Journal of Insurance for a discussion of the 
work of The Chartered Insurance Institute. 
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tures on marine insurance by the most 
prominent people in England in this field 
and to afternoon visits to different insur- 
ance organizations and trips through Lon- 
don and the harbor. 

The 38 members of the group founded 
the so-called Marine Discussion Group 
(Sjgassurandgrenes Klubb) during the re- 
turn voyage to Norway. The group now 
consists of 260 members and maintains a 
close contact with the British marine in- 
surance market. 

An interesting method was developed 
for the exchange of ideas between Eng- 
land and Norway. The Norwegian group 
presented a series of questions to the Lon- 
don marine discussion group. The London 
people met and recorded their answers on 
tape. The tape was then played at a meet- 
ing in Oslo. An answer is now being pre- 
pared on tape for transmission to London. 
In this way it is possible to assist younger 
marine men in learning English, as well as 
to improve their knowledge of marine in- 
surance practices. It is hoped that a com- 
mon marine discussion between London 
and Oslo soon will be possible via tele- 
phone. This is under preparation, and 
good transmission by radio channels has 
been guaranteed. 

Would it not be a good idea to extend 
contacts to colleagues in America the same 
way? 

Publications 


The Norwegian School of Insurance has 
published and is preparing handbooks in 
several branches of insurance, including 
motor, fire, transport, accident, machinery, 
and credit. The courses in the different 
branches are based on these publications. 
A new handbook in reinsurance has been 
received with great interest in all Scandi- 
navian countries. A similar reception has 
been extended to the previously-men- 
tioned publication giving a standard ac- 
counting plan for insurance, which is 
entitled, “From Book-keeping to Manage- 
ment Accounting.” 


The School has also published several 
correspondence courses in loose leaf form. 
These are sold to insurance organizations 
for the training of new employees and for 
the training of part time agents. A hand- 
book in elementary life insurance mathe- 
matics was published in 1957. This has 
proved to be of considerable help for em- 
ployees not trained in actuarial science. 
In the near future a survey of the taxation 
of property-liability insurers will be pub- 
lished. This will be of special help to 
agents and adjusters. 

Great stress has been placed on insur- 
ance terminology. Some of the handbooks 
have special lists of insurance expressions 
with short explanations. In Norway many 
insurance expressions have different mean- 
ings. In order to overcome this problem a 
terminological committee was appointed 
some years ago. A list of some 350 words, 
with agreed-upon meanings, has now been 
published. This publication is the first vol- 
ume to which students are exposed when 
they enter the School's classes. 


International Contact Between 
Insurance Schools 


In recent years the different insurance 
schools in Scandinavia have developed 
close contacts. The deans in the different 
countries have regular meetings every sec- 
ond year and maintain close contacts at 
other times. 


The contact with different insurance 
schools all over the world has been ex- 
tended, especially to The Chartered Insur- 
ance Institute of London. An insurance 
training center for Western Europe is be- 
ing organized in St. Gallen, Switzerland. 
Here the four Sandinavian countries will 
participate in an exchange of experiences 
and materials and will join in presenting 
the courses being arranged. 

It is hoped that more and more con- 
tacts will be possible in coming years be- 
tween all insurance educators throughout 
the world. 
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SUPPLEMENTAL UNEMPLOYMENT 
BENEFIT PLANS, THEIR ECONOMIC 
AND INDUSTRIAL RELATIONS IM- 
PLICATIONS. By Michael T. Wermel 
and Geraldine M. Beideman. California 
Institute of Technology, Pasadena, Cali- 
fornia, 1957. 51 pages. 


Reviewer: Robert B. Beasley, Chief of 
Reports and Analysis, Florida Industrial 
Commission. 


This publication seeks to present a con- 
cise picture of the development of supple- 
mental unemployment benefit plans and 
to provide.an evaluation of their impact 
upon the economy. Factors ieading to the 
development of supplemental unemploy- 
ment benefit plans are reviewed, and a de- 
scription of different types of plans is pro- 
vided. Different viewpoints regarding the 
impact of SUB on the economy, business 
decisions, and the functioning of the labor 
market are summarized; and the industrial 
relations implications are discussed. 

The development of supplemental bene- 
fit plans is directly related to labor’s con- 
cern with the guaranteed annual wage, 
but they represent a less costly step in that 
direction. A study of guaranteed annual 
wages, the Latimer Report released in 
1947, indicated that labor’s proposal of a 
guaranteed annual wage would entail sub- 
stantial financial risks. One alternative 
designed to reduce costs suggested by this 
Report was the supplementation by em- 
ployers of the benefits provided by state 
unemployment insurance systems. Labor’s 
proposals for supplemental unemployment 
benefits stems from this suggestion of the 
Latimer Report. 


Two types of SUB plans have emerged 
from the above activity: (1) the pooled- 
fund type integrated with state unemploy- 
ment insurance programs, such as the 
Ford-General Motors plans and (2) the 
individual vested account type not inte- 
grated with state systems of unemploy- 
ment insurance such as the plans negoti- 
ated with the Libbey-Owens-Ford Glass 
Company and the Pittsburgh Plate Glass 
Company. 

A number of publications are reviewed 
by the authors, and a summary of conflict- 
ing opinions on the impact of SUB on the 
general economy is listed. These opinions 
relate specifically to economic stability, 
inflation, redistribution of profits, and 
state systems of unemployment insurance. 
The basic evaluation is that the SUB plans 
are not expected to have any significant 
influence on general economic processes. 

A similar summary of conflicting opin- 
ions on the impact of SUB plans on busi- 
ness decisions is provided. These opinions 
relate to profits, new plant location, man- 
agement prerogatives, subcontracting, 
stabilization of production, and techno- 
logical change. The authors’ basic conclu- 
sion is that such plans would have negli- 
gible influence upon the business decisions 
and operations of the companies involved. 

Conflicting opinions relating to the im- 
pact of SUB plans on the functioning of 
the labor market are summarized as they 
relate to labor mobility, employment op- 
portunities, continuity of employment, 
and equalization of wage differentials 
among the states. It is not anticipated 
that SUB plans would have much in- 
fluence on the functioning of the labor 
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market. 

The industrial relations problems of 
those companies having SUB plans will be 
different from those companies not having 
such plans, and these differences are ana- 
lyzed. These SUB plans present another 
type of employee benefit with which in- 
dustrial relations personnel will have to 
become familiar. They will also lead to 
increased attention being paid to state un- 
employment insurance systems. 

This publication presents a brief but 
well-rounded introduction to supple- 
mental unemployment benefit plans and 
their economic and industrial relations 
implications. The evaluations are reason- 
able and well-balanced. The long-run im- 
pact of such plans on state unemployment 
insurance systems is likely to constitute 
their major economic impact and may be 
somewhat under-emphasized. 


AETNA LIFE INSURANCE COMPANY: 
IT FIRST HUNDRED YEARS. By Rich- 
ard Hooker. Aetna Life Insurance Com- 
pany, Hartford, Connecticut, 1956. 259 


pages. 


Reviewer: Edison L. Bowers, Chairman, 
Department of Economics, The Ohio State 
University. 

This well written and interesting vol- 
ume is a history of the founding and one 
hundred years of growth of one of Amer- 
ica’s leading life insurance companies. 
While the book is a general history of the 
company from the time of its founding in 
1853 until the celebration of its centennial 
in 1953, it is in many respects a history of 
all life insurance as it has developed in 
this country during the past century. 

Historical data about the community of 
Hartford are woven into the story of 
Aetna. Author Hooker in the first chapter 
notes that “one must go further back than 
1853—more than half a century, in fact— 
to understand the part that the (Con- 
necticut) river played in the history of 
Hartford insurance and to know the soil 


out of which the Aetna Life Insurance 
Company grew.” Hartford in the early 
days was a “seaport” engaged in a thriv- 
ing trade with the West Indies. Owners 
of ships which berthed there and at other 
New England ports sought insurance pro- 
tection. This they first arranged through 
“contributorships” a form of early marine 
insurance in which individual subscribers 
took shares in the possible losses and 
profits of the voyages. Marine insurance 
paved the way for fire insurance which 
in turn was foliowed by life insurance. 


The Aetna Life Insurance Company was 
first organized as an affiliate of the Aetna 
Fire Insurance Company which had been 
founded in 1819. Aetna Life’s first presi- 
dent, Judge Eliphalet Bulkeley, was made 
a director and general counsel of Aetna 
Fire in 1846. The charter of the parent 
company, as amended in 1820, permitted 
it to write life insurance, but some of its 
more conservative stockholders viewed the 
insuring of lives as a type of gambling. 
Largely to meet this objection, Aetna Life 
came into being as an “Annuity Fund” 
with separate capitalization. Yet there 
was no doubt to whom the infant company 
belonged. Seven directors of the Aetna 
Fire board became the managing directors 
of what was referred to as the life depart- 
ment. Aetna Fire shareholders purchased 
$100 shares in the new affiliate by making 
a cash down payment and giving their 
notes for the balance, a custom of the 
times. 

When one views the far-flung opera- 
tions of Aetna Life today it is difficult to 
realize that one part-time clerk on loan 
from Aetna Fire could keep all of the 
records of the Annuity Fund. Yet the 
home office “staff” was in line with the 
sales force; a single agent accounted for 
considerably more than half of the first 
year's total business, which amounted to 
$349,000 (face value). 

The Annuity Fund was not long in 
being before it encountered an obstacle 
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which forced its termination. Evidently 
not friendly to the multiple line principle, 
the State of New York in 1849 declared 
by law that both fire insurance and life 
insurance were not to be written by the 
same company. Faced with this situation, 
the Aetna management decided to organ- 
ize a new life insurance company sepa- 
rately chartered to do business. The Aetna 
Life Insurance Company was ready for 
business in 1853. In 1891 an accident de- 
partment was added. By 1894 the Hart- 
ford city directory carried the advertise- 
ment that Aetna Life was “the largest 
multiple company in the world writing 
both life and accident insurance.” Five 
years later health coverages were in- 
cluded. 

But still other coverages were to be 
added. In 1893 Aetna Life amended its 
charter to write liability insurance and in 
1913 the Automobile Insurance Company 
was established. Today (1958) Aetna Life 
and its affiliates, Aetna Casualty and Sur- 
ety and Aetna Standard Fire, comprise 
one of the largest multiple line insurance 
organizations in the world and write prac- 
tically every form of insurance and bond- 
ing protection. 

No feature of this volume will be of 
greater interest to students of insurance 
and business generally than the narration 
of adversities and successes through which 
Aetna Life passed during depression and 
prosperity, war and peace. The experience 
of Aetna, which with variations has dupli- 
cated that of thousands of other American 
enterprises, is a grim reminder that un- 
certainty has always been the order of the 
day; a continuing challenge especially to 
the insurance profession. 

True to the tradition of insurance, the 
author has titled his concluding chapter 
“Passing the Century Mark.” He is setting 
the stage for the next 100 years, a period 
in which he visualizes many problems for 
the insurance industry but also great op- 
portunities for rendering service. 


FINANCIAL INTERMEDIARIES IN 
THE AMERICAN ECONOMY SINCE 
1900. By Raymond W. Goldsmith. Prince- 
ton University. Press, 1958. 415 pages. 
$8.50. 


Reviewer: William J. Frazer, Jr., Assistant 
Professor of Finance, University of Flo- 
rida. 

Raymond W. Goldsmith is a member of 
the research staff of the National Bureau 
of Economic Research. He is best known 
for his monumental work on saving in the 
United States.1 The National Bureau is 
best known for its empirical research in 
the tradition established by its founder, 
Wesley Clair Mitchell.? Financial Inter- 
mediaries in the American Economy is a 
logical outgrowth of Dr. Goldsmith’s 
earlier work on saving and the National 
Bureau's tradition of sound empirical 
work. 

The book, with the major exception of 
Chapter II, is devoted to a report of the 
findings, whereas Chapter II contains an 
interpretation of the findings, referred to 
as “the beginnings of a theory of ... 
financial intermediaries” (p. 15). The 
summary of the book, therefore may be 
presented in two parts. To begin with, 
however, several introductory remarks 
may be made. 

The pioneering theoretical effort par- 
allels a similar effort by Gurley and 
Shaw; * and the products of such efforts 


are not yet widely understood, even by 


1 See Raymond W. Goldsmith, A Study of Sav- 
ing in the United States, Volumes I and II, and 
Volume III (Princeton, New Jersey: Princeton 
Univ. Press, 1955). 

2 This is not to imply that Mitchell did not 
have interest beyond those of empirical research. 
He did indeed. But the Bureau was an instrument 
for expressing only one side of this interest (i.e., 
the empirical side). 

8See John Gurley and Edward Shaw, “Fi- 
nancial Aspects of Economic Development,” 
American Economic Review (September, 1955), 
pp. 515-538; and John Gurley and Edward Shaw, 
“Financial Intermediaries and the Saving Invest- 
ment Process,” The Journal of Finance (May, 
1956), pp. 257-276. 
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some monetary economists,‘ though they 
consist mostly of a re-arrangement of re- 
ceived monetary theory. Next, the study 
was made possible by a grant from the 
Life Insurance Association of America; 
and it seems quite reasonable that the 
funds should have come from life insur- 
ance firms. These firms are foremost to- 
day among financial intermediaries, so 
called because of their intermediate posi- 
tion between savers and investers; and 
they thrive in an environment where ever 
increasing amounts of saving and invest- 
ment become engaged in by separate 
groups. Finally, financial intermediaries, 
and insurance companies especially, 
should have a particular interest in such 
findings as those of Dr. Goldsmith and in 
the ultimate development of a theory of 
financial intermediaries. For instance, 
those who plan insurance company port- 
folios must make some systematic estimate 
of the future supply of saving to be in- 
vested by the companies. Portfolio man- 
agement is not an ad hoc affair whereby 
towering cash balances indicate the need 
for investment outlets, nor does pure ex- 
trapolation of time series provide a basis 
for prediction. Also, the ultimate outcome 
of the theory, or parts of it may determine 
whether direct monetary controls will be 
extended to cover financial intermediaries 
or whether the existing general credit con- 
trols are adequate for implementing mone- 
tary policy. For example, if the theory 
and its appropriate empirical counterpart 
indicate the importance of the availability 
of funds as a prime determinant of the 
level of investment, then the instruments 
of monetary policy will doubtlessly be ex- 
tended to cover direct control over the 
intermediate sources of investable funds. 
On the other hand if the ultimate findings 
and their interpretations indicate the im- 
toe ane Culbertson, “Intermediaries and 
onetary Theory: A Criticism of the —— 
Shew Theory,” American Economic 

(March, 1958}, pp. 119-131; and John C. pou 
and E. S. Shaw, “Reply,” American Economic Re- 
view (March, 1958), pp. 132-138. 


portance of the interest rate, a cost factor, 
as the determinant of the level of invest- 
ment,® then the present instruments of 
monetary policy with their control over 
marginal changes, i.e., increments and de- 
crements, in the flow of saving into invest- 
ment and therefore the level of interest 
rates, will doubtlessly be considered suf- 
ficient when appropriately applied. 

It is unlikely that anyone will have to 
rework the same empirical ground as 
that covered by Goldsmith’s study. It is 
more likely that the study will be a basic 
source of data for the period and the 
sectors covered, including the financial 
intermediaries. The period covered is 
primarily that of the first half of the 
Twentieth Century, although data go back 
to 1870 in some instances. The sectors 
covered include households, enterprises, 
and governments on the sources of funds 
side (i.e., saving); and agriculture, mining 
and manufacturing, public utilities, resi- 
dential real estate, and governments on 
the uses of savings side (i.e., investment), 
with emphasis upon the role of financial 
intermediaries as channels between savers 
and users of funds. The financial inter- 
mediaries include banks, insurance organ- 
izations, investment companies, personal 
trust departments, sales and personal fi- 
nance companies, mortgage companies, 
and several government organizations. 

The findings may be briefly summarized 
as follows: 


1. The total assets of intermediaries in- 
creased an average of about 6.7 per cent 
a year between 1850 and 1900, 7.5 per 
cent a year between 1900 and 1929, 2 per 
cent a year in the decade of the 1930's, 
and 8 per cent after 1939. 

2. The major differences among institu- 
tions in the rate of growth was a decline 
in the proportion of assets held by the 
banking system as opposed to that held by 

5 See William J. Frazer, Jr., “Some Factors Af- 


fecting Business Financing,” Southern Economic 
Journal (July, 1958), pp. 33-47. 
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insurance organizations and miscellaneous 
financial intermediaries, some of which 
first made their appearance in the Twen- 
tieth Century. The net worth of com- 
mercial banks dropped from 49 per cent 
of assets in 1900 to 7 per cent in 1952. 

3. Long-term liabilities increased from 
about one-third to one-half of the total of 
both short-and long-term liabilities be- 
tween 1900 and 1952, if the reserves of 
insurance organizations are classified in 
the latter category. And, somewhat along 
the same line, financial intermediaries 
have supplied almost all of the funds for 
debt financing by nonfinancial corpora- 
tions, while the importance of the short- 
term financing of these corporations by 
commercial banks has declined since the 
1930's. Moreover, approximately one- 
fourth of total net financing (i.e., external 
plus internal financing) and two-fifth of 
external financing of nonfinancial corpora- 
tions have been provided consistently by 
financial intermediaries over the period 
since 1900, except for the decade of the 
1930's. 

4. The number of individual financial 
institutions has grown at a less rapid rate 
than their assets; that is, there has been 
an increase in the concentration of assets 
among a small number of large institutions 
over the past 50 years. 

5. The density of financial intermediar- 
ies, i.e., the number of offices per square 
mile, which has been highest in the Mid- 
dle Atlantic states and lowest in the South, 
has not changed much in the past 50 
years. 

6. The change in the use of the re- 
sources of financial intermediaries, i.e., in 
the composition of their assets, has been 
characterized by an increase in the pro- 
portion available to the Federal govern- 
ment. The Federal government, in turn, 
has been the largest user of funds pro- 
vided by the financial intermediaries. 
Also, financial intermediaries increased 
their holdings of state and local govern- 


ment securities outstanding (excluding 
sinking funds) from about one-half of 
their assets in the first three decades of 
the century to nearly four-fifths at the 
end of 1952. 

7. The share of funds provided by non- 
farm households to financial intermedi- 
aries has increased slightly from approxi- 
mately three-fifths of the total provided in 
1900 to two-thirds in 1952 

8. The proportion of individuals’ total 
assets entrusted to financial intermediaries 
increased from one-tenth in 1900 to one- 
fourth after 1939. On the other hand, the 
proportion of external funds supplied to 
domestic economic groups other than fi- 
nancial intermediaries was considerably 
higher in the past 20 years than in the 
first three decades of the century. 

9. Since 1900 financial intermediaries 
have provided about one-half of the total 
external financial of agriculture and about 
one-half of the funds for external financing 
by non-farm households. Neither of these 
proportions showed any pronounced 
change during the period. 

10. Fnancial intermediaries increased 
their share of national assets (both tangi- 
ble and intangible) from about one-ninth 
in 1900 to about one-fifth in 1949 and 
1952. Their share of intangible alone in- 
creased from one-fourth in 1900 to two- 
fifths in 1952. 

11. If the financial intermediaries con- 
tinue to increase their share of national 
assets (both tangible and intangible) at 
the same rate evidenced since 1900, they 
would hold two-fifths of such assets (or 
twice the present proportion) within less 
than half a century. 


Goldsmith’s interpretation of the find- 
ings is not a theory dealing with ultimate 
economic determinants in its more formal 
sense. The author simply tries to call at- 
tention to the key variables that may be 
expected to determine components of 
several selected ratios. He expects that 
knowledge of the variables presented in 





a . ae A te | 





Publications and Research 87 


this way may be used to anticipate the 
approximate future share of financial in- 
termediaries in national assets. The se- 
lected ratios include (1) insurance re- 
serves to national assets, (2) money to na- 
tional assets, (3) other claims against fi- 
nancial intermediaries to national assets, 
and (4) financial-intermediaries equity to 
national assets. 

The author's discussion of only the first 
three of these ratios is surveyed briefly 
since the fourth is small, unimportant, and 
not expected to change much. The first 
ratio, the share of insurance reserves to 
national assets, is further factored into a 
corrective factor and the following two 
ratios: (1) voluntary life insurance to ag- 
gregate assets of households and (2) 
social security reserves to aggregate assets 
of householders. At least six factors, in- 
cluding the total amount of insurance in 
force and the mortality rate, are recog- 
nized as being important in determining 
the volume of voluntary life insurance, 
while the problem raised by social security 
reserves is one of indeterminancy. The re- 
lationship between the factors and volun- 
tary life insurance is complicated by such 
considerations as the extent to which in- 
dividuals regard life insurance contracts 
as protection against the risk of premature 
death or as an alternative means of syste- 
matic saving. The ratio including volun- 
tary life insurance has remained fairly 
constant since 1933, while that including 
social security reserves has increased 
sharply since that time. In this regard, 
Goldsmith concludes that social security 
and pension plans will grow; but that they 
may shift more and more toward a pay- 
as-you-go basis and thus limit any further 
increase in the ratio of pension and retire- 
ment reserves to aggregate assets of house- 
holds. 

The second ratio expected to aid in in- 
terpreting the share of financial inter- 
mediaries in national assets is that of the 
share of money (currency and demand 


deposits) * in national assets. To bring 
out the relationship between money and 
national assets the author first discusses 
the transactions demand for money 
(which he calls active money) and the 
demand for reserve money (which he 
calls inactive money). The latter he re- 
lates only implicitly to the speculative 
demand for money, which is the most 
important for his purpose. The specula- 
tive demand for money may be said to 
relate in the short run to the strength 
of the motive for holding cash balances 
rather than bonds, for example, and in 
the long run to strength of the motive 
for holding cash balances and so called 
near-money assets rather than assets such 
as stocks and real property. Indeed it is 
the weakening of the latter motive that 
probably contributed to a decrease in the 
ratio of money to total national assets 
in the 1920's and an increase in the ratio 
during the 1930's. 

The author resolves the above ratio 
into four significant ratios, only two of 
which he considers really significant. 
These are the Cambridge k and the 
capital-output ratio. The Cambridge k 
may embody ail of the motives for holding 
money, including the speculative motives," 
though the author does not so state. He 
does note that this ratio turns out to be 
the most important one (p. 26). In assess- 
ing the relevance of the two ratios to 
future changes in the ratio of money to 
national assets, the author ventures the 
opinion that “the trend of the ratio of 
money to national output is likely to be 
horizontal or only slightly upwards” and 
that the trend of the capital-output ratio, 


® To say that currency and demand deposits are 
money (p. 24) is not to define money as the 
author states. In meaningful analysis a definition 
may be said to connect the term with observable 
phenomena. In the case of “money” this may 
mean the identification of the term with its func- 
tions. 

T See, for example, Alvin H. Hansen, Monetary 
Theory and Fiscal Policy (New York: McGraw- 
Hill Book Company, Inc., 1949), pp. 49-53. 
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which is inversely related to the ratio of 
money to national assets, “may be ex- 
pected to be upwards” (p. 46). Taking 
the two together, therefore, the demand 
for cash balances is not expected to affect 
the over-all ratio of money to national 
assets. 

The third ratio expected to aid in in- 
terpreting the share of financial inter- 
mediaries in national assets is that of other 
claims (total liabilities less cash and insur- 
ance reserves ) against fincncial intermedi- 
aries to national assets. The author recog- 
nizes this ratio as probably the most inter- 
esting factor determining the share of fi- 
nancial intermediaries in national assets. 
The importance of the findings pertaining 
to this ratio is limited, however, because 
they presuppose an investigation of com- 
petition between financial intermediaries 
and other uses of free funds, i.e., “funds 
that are not by their nature bound to be 
directed towards financial intermediaries 

.” (p. 31). The overall ratio is factored 
into three ratios: (1) liabilities of financial 
intermediaries to total liabilities other than 
money and insurance reserves; (2) total 
liabilities other than money and insurance 
reserves to total liabilities; and (3) total 
liabilities to national assets, or the national 
indebtedness ratio. 

The first of the ratios just summarized 
may be regarded as the result of competi- 
tion by the different sectors of the econ- 
omy other than financial intermediaries 
(households and business enterprises, and 
occasionally governments ) * to hold direct 
~ 8 The author notes that the competitors, in so 
far as they act consciously and rationally, would 
consider such factors as the yield of different 
forms of placement, liquidity, et cetera. By the 
terms “consciously” and “rationally” the author 
seems to refer to sophisticated individualists who 
are trying to maximize returns without incurring 
additional risk. This is probably a dangerous as- 
sumption about behavior made by the author and 
he would doubtless be on safer grounds if he used 
the terms in their psychological context where 
rational behavior means behavior consistent with 

of thought which may, in turn, 


certain premises 
be repressed or hidden in the subject’s mind. The 
new discoveries in this field “pose for research 


as opposed to indirect claims. The ratio 
reached its high in 1939, after a slow and 
constant rise, and, happily for individual- 
ists, declined somewhat in the 1940's. The 
second ratio, that of total liabilities other 
than money and insurance reserves to total 
liabilities, reached its high in 1929 and has 
since declined as money and insurance re- 
serves gained in relative importance. The 
third ratio, that of national indebtedness, 
increased in the 1930's and 1940's with the 
rise of the federal debt. Internally sup- 
plied funds are among the other factors 
affecting this ratio. Considering the sub- 
components of the over-all ratio, i.e., lia- 
bilities other than cash and insurance re- 
serves of financial intermediaries to total 
national assets, the author concluded that 
a future increase in the ratio is more likely 
than a substantial decline. 

Goldsmith concludes that “while the im- 
mediate determinants of the share of fi- 
nancial intermediaries in national assets 
lend themselves to expression in a small 
number of fairly well defined and measur- 
able relations . . . such a systematic pro- 
cedure is not yet feasible in the case of 
what may be called ultimate economic 
determinants” (p. 36). In evaluating the 
individual components, nevertheless, he 
concludes that they imply “a deceleration 
or retardation in the rate of increase of 
financial intermediaries’ share in national 
assets compared to the rate indicated by 
nothing but the trend itself [i.e., an extra- 
polation] of this share during the past cen- 
tury” (p. 49). 

Anyone concerned with projecting the 
growth or interpreting the growth po- 
tential of a given firm, or with projecting 
the growth of financial intermediaries in 
general, would be benefited by a careful 
reading of Dr. Goldsmith’s latest book. 





the question of whether human behavior is ever 
‘irrational’ in terms of mein tem jud. yu te held 
by the individual or ay oy 

tion available to en See say oc M. Rose, e, “A 
Study of Irrational Judgments,” The Journal of 
Political Economy (October, 1957), pp. 394 ff. 
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Many of the summary statements based on 
Goldsmith’s findings are not new, how- 
ever, except for their quantitative formula- 
tion; and others could be gleaned from 
prior studies of the National Bureau and 
from other sources. Possibly none of the 
summary statements will surprise anyone 
familiar with the literature of banking and 
finance. This reviewer, nevertheless, is im- 
pressed by one general consideration at 
least. That is the decreased importance of 
the banking system, when measured by 
the proportion of assets held and the de- 
cline in the importance of short-term fi- 
nancing of nonfinancial corporations by 
commercial banks. This consideration re- 
lates particularly to the possible weaken- 
ing of the system’s stabilizing potential. 
The banking system, one may say, exerts 
its stabilizing influence over the economy 
by adding to the supply of saving by creat- 
ing funds, at times, and by contracting that 
supply (its funds outstanding), at other 
times. On the one hand, one may con- 
clude that its ability to control is being di- 
luted since the marginal changes in the 
supply of funds available can have an ef- 
fect only in relationship to the proportion 
of total funds controlled by it. On the 
other hand, one may say that the increased 
knowledge and increasing understanding 
of monetary policy are acting to offset 
what would otherwise be a role of declin- 
ing importance for the banking systems. 
The banking system may be achieving its 
control in no other way than by its almost 
unlimited capacity to alter the supply and 
demand for the securities of the federal 
government through open-market opera- 
tions. 

The study’s significant contribution is 
not the findings per se, nor is it their inter- 
pretation. It is the method used in arriv- 
ing at the findings and the fact that the 
author has compressed in a single study 
the series relating to his broad subject. He 
constructed balance sheets for all groups 
of financial institutions and for benchmark 


years between 1900 and 1952. The assets 
and liabilities of the balance sheets were 
arranged in a uniform way to best facili- 
tate a comparison between, and a descrip- 
tion of, financial intermediaries in the 
American economy since 1900. 


MAKING THE MOST OF YOUR 
ESTATE, By Earl S. MacNeill. Harper & 
Brothers, New York, 1957. 182 pages. 
$3.50. 


Reviewer: Donald F. Hayne, Lecturer in 
Insurance, University of Washington, and 
President, Estate & Pension Consultants, 
Seattle. 


Mr. MacNeill is to be heartily congratu- 
lated on the fine handling of a topic which 
could easily become dreary. It is obvious 
that he not only brings to his writing a 
keen understanding of his topic, plus ex- 
tensive experience, but an outstanding 
sense of humor. 

The sub-titie of this small volume is 
more descriptive of the contents than is 
the main one: “A Guide for the Salaried 
Man.” Little has been written for the lay 
public on estate planning for the salaried 
man, as distinguished from the propertied 
man. The reasons for this are discussed by 
the author in the first chapter. 

The exposition is built around four hy- 
pothetical, but practical, cases. Each case 
and the problems it presents are set forth, 
with some suggested solutions. These are 
then followed by a dozen chapters dealing 
with specific facets of the problems of 
estate planning, plus an appendix contain- 
ing a discussion of “Taxation as a Factor 
in Estate Planning.” 

Although Mr. MacNeill has done a su- 
perb job of writing, it is the opinion of the 
reviewer that one facet of the exposition 
requires a note which might be considered 
critical, though not intended so to be. This 
is his implication that a properly-written 
trust is the answer to just about all of the 
world’s ills. From his position as Vice 
President of the Irving Trust Company of 
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New York it may seem to be true. But the 
reviewer submits that other devices for 
promoting family financial security are 
available and should be considered. Life 
insurance and other investment media 
have not been overlooked, but they 
have been damned with faint praise. It is 
rather obvious that Mr. MacNeill feels 
that life insurance is all right for protec- 
tion or for creation of immediate estate 
liquidity, but a trust really should be 
undertaken just as soon as it can be af- 
forded. If this is an error, it is one of em- 
phasis rather than statement; for the re- 
viewer can find no material fault with his 
treatment of insurance. 

_ Perhaps the greatest virtue of this slim 
volume is its readability. When one is ex- 
pecting to find a deep and weighty tome 
devoted to a particular subject and finds 
an excellent exposition in a book which 
adds a delightful writing style to a dry 
subject, one is impressed. Upon comple- 
tion of the book the reader is aware that 
here is a man who not only knows his 
subject but has the ability to view life 
with a sense of humor. The book is fin- 
ished and put down with the feeling that 
here is one man it would be a genuine 
pleasure to know. 

As to its place in a college curriculum— 
definitely yes! Perhaps it is best suited to 
an advanced course in life insurance (as a 
supplementary text), or to an introductory 
course in estate planning, say in a law 
school. The reasons for this are two-fold: 
very clear exposition and pleasant reading. 
It may remove some of the trepidation 
with which students approach the study 
of this field. 


THE COUNTY FIRE OFFICE: 1807- 
1957: A COMMEMORATIVE HISTORY. 
By Aubrey Noakes. H. F. & G. Witherby 
Ltd., London, 1957. 189 pages. 


Reviewer: Robert Hitchman, Assistant 
Treasurer, Northwestern Mutual Insur- 
ance Company. 


This is a handsome and charming his- 
tory of a British property insurance com- 
pany. Founded in 1807 “by an association 
of noblemen and gentlemen” to do busi- 
ness on a participating basis, the County 
Fire Office has had a prosperous and 
colorful career. In telling its story, Mr. 
Noakes made a special point of discussing 
the fascinating sidelights of the company’s 
development and endeavored quite suc- 
cessfully to make this a contributicn to 
social history as well as a record of one 
corporation’s growth and success. Chap- 
ters are devoted to the Agrarian Revolt 
that followed Waterloo (a movement 
marked by violence, fired hayricks, and 
burning country houses); stamp tax 
trouble and a bit of government persecu- 
tion; and the incendiary activities of that 
“monstrous regiment of suffragettes” who 
used the torch to advance the cause of 
women’s rights just prior to World War I. 


By working from tradition as well as 
from corporate records, Mr. Noakes strove 
to retain what he terms “the fine patina of 
legend” that has grown up around the 
County Fire Office, an institution that, in- 
cidentally, King George IV dubbed the 
“accursed insurance shop.” With a fine 
sense of making his history readable and 
with good use of humor, the author writes 
of arson, challenges to duels, the Great 
Tooley Street Fire, and even such items as 
the official suggestions on dress and de- 
corum issued to the “young ladies engaged 
in the office’—engaged through necessity 
and certainly not by choice — during the 
First World War. 


Because of the author’s skillful choice of 
interesting and sometimes whimsical ma- 
terial, this volume is a pleasant one to read 
and a delightful contribution to business 
history. However, one is inclined to won- 
der if Mr. Noakes has not made a virtue 
of necessity and filled the book with color- 
ful details because of a dearth of informa- 
tion relating directly to the growth of the 
corporation. Board minutes present a 
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rather cold and fragmentary record from 
which to build the living story; and, as a 
result, the reader gets few glimpses of the 
real development of the business. Cer- 
tainly an institution as successful as the 
County Fire Office has had—in its century 
and a half of operation—a full share of 
difficult problems that were met head-on 
by sound businessmen. Unfortunately 
there is little in this book to demonstrate 
that fact. There is little here to show why 
the County Fire Office prospered while 
competitors did not. In this volume we 
meet the organization’s executives, but we 
do not get to know them as the leaders 
they must have been and now must be. 

There is a moral here for company 
officers to consider. Business historians in 
future years will find it increasingly hard 
to reconstruct a convincing history of a 
corporation solely from balance sheets, 
operating statements, and official minutes. 
These days, much of the work in establish- 
ing company policy is transacted by tele- 
phone and in conference; correspondence 
files quickly become so voluminous that 
they must — perforce — be destroyed on 
schedule. To what can historians of the 
future turn for pertinent and primary 
data? 

Perhaps the best way to meet this prob- 
lem is for a responsible official in the firm 
to serve as historian, preparing at least 
annually a confidential record of changes 
in course, with an explanation of why 
these changes were made. The task would 
not be a difficult one and notes so pre- 
pared would be of real value to those who 
will endeavor in the future to tell the story 
of individual corporations and of the in- 
dustry. If such a practice had been insti- 
tuted at the County Fire Office some gen- 
erations ago, and if such records had been 
available to Mr. Noakes, he could have 
written an even more engaging and a 
more impressive account than he did. 


Both the County Fire Office and author 
are to be commended for having made 


an excellent contribution to the history of 
the insurance industry. Typographically 
this book sets a standard to which other 
publishers might well aspire. 


RISKS WE FACE. By Laurence J. Acker- 
man and Ralph W. Bugli. National Board 
of Fire Underwriters, New York, N.Y., 
1956. 130 pages. 


Reviewer: Philip S. James, Assistant Pro- 
fessor of Insurance and Economics, Uni- 
versity of Nebraska. 


“Risks We Face is designed to give the 
reader a brief, non-technical survey of 
property insurance not only as an impor- 
tant element of our economic life but as 
it relates to the individual personally and 
in business.” This quoted sentence is the 
first paragraph of the introduction and is 
an excellent summation of the book. The 
book is indeed brief. On 101 pages of text 
all facets of property insurance are ex- 
amined. 

The text opens with an explanation of 
the vital importance of property insurance 
to the nation. The following six chapters, 
46 pages in length, present to the reader a 
history of insurance, a description of the 
types of insurance organizations, a discus- 
sion of basic insurance principles, and an 
analysis of the basic fire policy. The bal- 
ance of the book is devoted to a descrip- 
tion of the operations of a property insur- 
ance company, fire prevention activities, 
the functions of agents and adjusters, and 
career opportunities in property insurance. 
The authors have performed an amazing 
task by including such a wealth of factual 
material in so concise and simple a man- 
ner. Their treatment of any one phase of 
the property insurance business is not ex- 
tensive or detailed, yet a reader can gain 
a general understanding of the particular 
section discussed without any difficulty. 

Risks We Face was written for use in 
high schools, non-insurance college 
courses, and orientation courses of prop- 
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erty insurance companies. Because of the 
intended purpose the authors endeavored 
to avoid the use of technical terminoiogy. 
They succeeded admirably in their en- 
deavor. The text is easy to read and the 
illustrations are excellent. It is a mark of 
scholarly ability to treat so difficult a sub- 
ject as insurance in such a lucid and easily 
readable manner as the authors did. 

While the book is not intended for use 
in college insurance courses, use could 
easily be made of it by most insurance 
teachers. The chapter on home office oper- 
ations and career opportunities can answer 
many questions students have as to what 
positions are available and what work is 
involved in these positions. Also the book 
could be used to give a slower student 
some background which would help him 
understand more difficult material found 
in the usual insurance textbook. 

Risks We Face is available without 
charge to school libraries and to teachers 
of insurance. 


PRINCIPLES OF INSURANCE AND 
GOVERNMENT BENEFITS FOR SERV- 
ICE PERSONNEL. By Captain James M. 
Garrett III and Associates. The Military 
Service Publishing Company, Harrisburg, 
Pennsylvania. Sixth Edition, January 1957. 
210 pages. $2.00. 


Reviewer: J. P. Jones, Professor of Insur- 
ance and Real Estate, University of South 
Dakota. 


The purpose and scope of this book is 
clearly set forth in the preface written by 
George A. Lincoln, Col., U.S.A. 


“This book presents the information 
needed by officers and enlisted men in de- 
termining the government benefits avail- 
able to their families and in estimating 
their requirements for life insurance. It is 
directed particularly toward cadets and 
midshipmen at the United States Military, 
Naval, and Air Force Academies, who, as 
future officers, will soon have their own 
personal insurance problems. For these 
few who do not have dependent parents 


and who believe they will not marry there 
remains the responsibility incumber* upon 
all officers of giving guidance on insurance 
matters to enlisted men under their com- 
mand.” 


This book is divided into four Parts and 
three Appendices. The latter are described 
as, Associations Catering to Service Per- 
sonnel, Glossary of Insurance Terms, and 
Tables. These Tables pertain to service 
men’s pay schedules and social security 
benefit schedules. The four Parts are 
identified as Life Insurance, Government 
Survivor Benefits, Life Insurance Pro- 
gramming, and Property and Casualty In- 
surance, respectively. 

Part I, dealing with life insurance, con- 
sists of a clear analysis of the essentials of 
life insurance. It is readable and presents 
information that everyone who has the 
slightest interest in the subject should 
understand. This reviewer found only 
two short sections that he would question. 
These are referred to below. 

In Chapter One the authors point out 
the need for the creation of an immediate 
estate and the part that life insurance can 
play in the performing of that job. The 
major portion of this chapter explains why 
the life insurance contract is written on a 
level premium basis. To make this more 
easily understoed, the limitations of both 
yearly renewable plan and the assessment 
plan are carefully explained. It is further 
supplemented by an explanation of the 
reserve requirements and the loading 
problems that must be met to establish a 
level premium. 

In Chapter Two stock and mutual com- 
panies are differentiated without bias. 
Dividends payable by each type of insurer 
are explained. 

Chapter Three covers the basic and 
more common types of insurance con- 
tracts. The fundamental purposes of each 
of the contracts and the more important 
advantages and disadvantages of each are 
reviewed. The same treatment is given 
to the more common types of annuity con- 
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tracts. The final portion of this chapter 
is given over to a consideration of the 
problems of inflation. Inflation seems to 
be a normal phenomenon; and the pro- 
posed solution, when buying life insur- 
ance, seems to be to recognize the nor- 
malcy of inflation and simply to buy larger 
amounts whenever possible. 

Chapter Four provides an analysis of 
the contract itself. Here one finds explan- 
ations of many of the clauses found in the 
insurance contract such as the war clause, 
the aviation exclusion clause, incontesta- 
bility, lapses, reinstatement, automatic 
premium loan plans, waiver of premium 
disability, double indemnity, dividend 
options, nonforfeiture provisions, and 
modes of settlement. It is interesting to 
note that the authors are not sold on the 
idea of including the double indemnity 
clause in the service man’s insurance con- 
tract. 


On pages 56 and 58 there appear two 
sentences that are not correct and that are 
typical of ideas that tend to cause con- 
fusion in the mind of the layman. On page 
56, “This reserve is the cash value of the 
policy.” On page 58, “Since the insured 
is borrowing from his paid up reserve, he 
is actually borrowing his own money and 
paying interest to the insurance company 
for the privilege.” The reserve is a debt 
of the insurer to all of its insureds. The 
cash value in any policy is a loan value or 
a surrender value which by contract is 
available to the insured. Interest must be 
earned on the reserve to enable the com- 
pany to meet its obligations to the policy- 
holders as a group, and it makes little dif- 
ference whether the borrower of the funds 


is an insured or non-insured. 


Chapter Five provides an excellent 
basis on which the inquisitive may select 
his insurance company. The analysis of 
the net cost record beginning on page 69, 
however, leaves much unsaid that should 
be said. Certainly the net cost of insur- 
ance is a proper consideration in selecting 


the insurer, but the net cost analysis made 
by the uninformed is likely to be mislead- 
ing. Policy dividends are returns of excess 
premium payments. When one considers 
dividends it is essential that historical 
dividends be those used. Unfortunately, 
many companies in providing statistical 
data for Flitcraft and other compendiums 
furnish only a picture of dividends cur- 
rently paid on policies issued several years 
ago. Such figures do not show net cost. 
In cases where both current actual and 
historical actual are shown, it is possible 
to estimate a trend; but even then a 
change in the gross premium, assumed in- 
terest rates, and mortality tables, makes 
conclusions tentative at best. The savings 
that result from dividend declarations de- 
pend to a large degree upon the number 
of years the insured pays into the com- 
pany. The longer one lives the greater the 
number of dividends and the larger the 
aggregate amount. Insurance is bought 
primarily to meet the family needs arising 
out of the premature death of the insured. 
Unless the insured survives the first sev- 
eral years after the policy is issued the 
alleged savings resulting from the pur- 
chase of a participating contract are 
simply not there. 


Part II considers Government Survivors 
Benefits. They are approached from two 
different angles. Chapter Six, the first 
chapter in Part II, considers the survivor 
benefits for the insured and his depend- 
ents if he becomes disabled or dies while 
on active duty. Such subjects as De- 
pendency and Indemnity Compensation, 
Social Security, Government Insurance, 
and the Lump Sum Death Gratuity are 
discussed. 


In Chapter Seven the benefits available 
to the retired service man and his de- 
pendents are discussed under the head- 
ings, Retirement, Uniformed Service Con- 
tingency Option Act, Social Security, V.A. 
Death Benefits, and Government Life In- 
surance. 
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The material in Part II treats with bene- 
fits currently available at the time of pub- 
lication of the text. While currently in- 
formative, the material in this section will 
of necessity have to be supplemented by 
information relative to subsequent legisla- 
tion. This is especially true with regards 
to social security and veterans benefits. 

Part III is entitled Life Insurance Pro- 
gramming. In this section the need for 
programming to include investments, 
government benefits, and social security is 
explained, then several sample programs 
are presented. Emphasis is placed on the 
importance of frequent modifications of 
any program as the insured’s family needs 
and resources change. 

Part IV is divided into two chapters. 
The first discusses personal liability, 
health, and fire insurance. The second is 
devoted to automobile insurance. The 
treatment is sketchy but quite to the point 
and should be worthwhile reading of the 
service man. If it serves no other pur- 
pose than to call attention to some of the 
risks the service man faces and to the fact 
that the institution of insurance is avail- 
able to help meet these risks, it is valuable. 

It is this reviewer's opinion that the 
authors have done an excellent job. They 
have achieved the goal for which they set 
out. This book, and especially Part I, per- 
taining to life insurance, will be worth- 
while reading for anyone interested in the 
subject. It is for the most part accurate 
and does touch upon the problems that 
ought to be considered. 


BUSINESS INTERRUPTION INSUR- 
ANCE. By Henry C. Klein. The Rough 
Notes Co., Indianapolis, Indiana, 1957. 
324 pages. 


Reviewer: Harold C. Krogh, Associate 
Professor of Insurance, University of 
Kansas. 

Business interruption insurance and re- 
lated time element coverages are essential 
forms of protection within the over-all in- 


surance program of any business organiza- 
tion. However, the insurance industry con- 
tinues to experience considerable difficulty 
in selling these coverages to commercial 
clients with the result that currently only 
approximately three per cent of the fire 
insurance premiums in the United States 
are attributable to policies which are the 
subject matter of this book. Mr. Klein’s 
treatise on time element insurance in the 
two previous editions was well received 
by insurance practitioners, commercial in- 
surance buyers, and insurance scholars. 
For a number of years this work has been 
utilized as an important source of study 
material by those seeking attainment of 
the Chartered Property and Casualty Un- 
derwriter designation. 

The discriminating reader of this defini- 
tive text will find the third edition an up- 
to-date and comprehensive presentation 
which integrates well the theory and the 
application of time element coverages. As 
such, the book dispels impressions gen- 
erally held by many com:mercial insurance 
buyers and sellers alike that there is an 
aura of mystery surrounding this area of 
insurance. In general, the clarity and con- 
ciseness of presentation will overcome 
such tradition concerns fears as (1) the 
fear that time element coverages are too 
complicated to understand and (2) the 
fear that complex accounting applications 
are necessary to selling the various cover- 
ages and effecting loss settlements. 


For each type of time element coverage 
identified with fire and allied lines insur- 
ance the basic purpose and _ historical 
origin are presented. Next, discussions of 
the functions of the particular policies, 
conditions, exclusions, and rating methods 
follow in ordered sequence. Business in- 
terruption, or use and occupancy, casualty 
insurance relating to steam boilers and 
machinery are excluded in the discussion. 

An evaluation of the comparative merits 


of the gross earnings business interruption 
form and the two item contribution form 
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as they may be adapted to manufacturing 
and mercantile risks is presented. Co-in- 
surance applications and the salient cover- 
age variations are analyzed, as well as the 
factors affecting the cost of the respective 
forms. Attention is given to the innova- 
tions of more recent years, such as the 
short earnings form which dispenses with 
the coinsurance clause. Other features 
discussed relate to modifications of the 
gross earnings form that allow a reason- 
able margin of safety to cover any flucta- 
tion in earnings that might develop. These 
modifications are effected by the agreed 
amount endorsement and the premium ad- 
justment endorsement. 

Extra expense insurance, tuition fees 
and camping fees insurance, wartime 
methods of providing time element cover- 
ages, rating methods and underwriting 
procedures, and Canadian methods for 
furnishing specified time policies are dis- 
cussed. Multi-location direct and contin- 
gent coverages receive careful analysis. 
Several of the illustrations in this section, 
and in that pertaining to extra expense in- 
surance, would be easier to follow if there 
were more arithmetical examples, possibly 
in footnotes. 

Suggestions to insurance agents and 
brokers, to prospective buyers, and to 
credit men should prove of value. Several 
appendices present loss adjustment tabu- 
lations and are particularly helpful to an 
understanding of the details and applica- 
tions of coverages. Legal decisions re- 
viewed briefly in a final appendix are 
helpful; but it seems apparent that addi- 
tional, more recent, court adjudications 
should have been incorporated in this sec- 
tion. 

The student of insurance will find that 
this text contains essential resources for 
furthering his understanding of the nature 
and functions of time element coverages. 


ADMINISTRATION OF THE SCHOOL 
INSURANCE PROGRAM. School Busi- 
ness Administration Publication No. 1, 


Bulletin of the California State Depart- 
ment of Education, Vol. XXV, No. 9, De- 
cember, 1956. 75 pages. 


SCHOOL PROPERTY INSURANCE, 
EXPERIENCES AT STATE LEVEL. By 
N. E. Viles, Sr., U.S. Department of 
Health, Education, and Welfare, Bulletin 
1956, No. 7, 1956. 61 pages. 


Reviewer: James B. Ludtke, Associate Pro- 
fessor of Business Administration, Univer- 
sity of Massachusetts. 


The first-mentioned publication is a 
manual designed to serve as a concise 
reference to assist administrators “in 
evolving, administering, and evaluating 
their insurance programs.” The other pub- 
lication is a factual and historical study 
of existing school insurance programs on 
a state-wide basis with major emphasis 
placed on the five existing state-operated 
school insurance programs. Both publica- 
tions stress that administrators must strive 
to attain an adequate insurance program 
at an economical cost. As property values 
and the number of students and faculty 
increase, and as school administrators be- 
come better informed and more alert to 
the need for an adequate and expanded 
insurance program, the cost factor is likely 
to play an even more important role than 
it does today. Therefore we can expect 
school administrators to show interest in 
state-operated school insurance programs 
as one possible means to hold down pre- 
mium cost. In this sense, the two pam- 
phlets are related to each other. They per- 
form a useful service. 

Administration of the School Insurance 
Program, the result of a joint effort of the 
California State Department of Education 
and the California Association of Public 
School Business Officials, is an excellent 
manual for school administrators. With 
the exception of the first chapter, which 
presents a summary of California statutory 
provisions relating to insurance, the man- 
ual provides sound advice to all school ad- 
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ministrators of all states. The importance 
of fixing administrative responsibility for 
the insurance program and the need for 
and functions of a competent insurance 
adviser are stressed in Chapter Two. This 
chapter also includes a discussion of alter- 
native plans for distributing school insur- 
ance—always a delicate problem, espe- 
cially in the smaller school districts. In- 
surable values and appraisal methods to 
obtain such values are the subject matter 
of Chapter Three. The major lines of in- 
surance as they relate to the needs of a 
school district are treated in Chapters 
Four through Nine; i.e., fire insurance and 
allied lines, liability and accident insur- 
ance, fidelity bonds, burglary, robbery and 
theft insurance, compensation insurance, 
and other insurance, including boiler and 
glass. These chapters follow a common 
outline. The technical terms relating to a 
particular line are discussed, and this dis- 
cussion is followed by a fairly complete 
statement of recommended practice. For 
example, in the chapter dealing with fire 
insurance, concepts such as coinsurance, 
blanket coverage, multiple location credits, 
replacement insurance, demolition and in- 
creased cost of construction, extended 
coverage, rate terms, and policy form are 
discussed. Admittedly, this represents a 
considerable body of knowledge to con- 
dense within a few pages. However, the 
writing style and examples rise to the 
occasion, and school administrators should 
be able to grasp a considerable amount of 
information from the manual. The manual 
also contains five appendices: (1) the fire 
insurance endorsement, (2) a suggested 


inventory procedure, (3) a sample in- 


ventory form, (4) a glossary of insurance 
terms, and (5) a form for listing school 
district insurance policies. 


This manual fills an important need and 
warrants the attention of all those persons 
having responsibility in the administration 
of a school insurance program. No errors 
appear in either the main body of the 


manual or in the five appendices. Neither 
is there bias in terms of the stock versus 
mutual controversy. Some of the explana- 
tions are brief compared to those found in 
basic insurance texts, but considering the 
purpose of the manual they are probably 
adequate. 

The other pamphlet, School Property 
Insurance, is designed for those persons 
who are primarily interested in the make- 
up of fire insurance rates, the relationship 
of returns and costs to losses, the reason- 
ableness of rates, and possible means of 
reducing rates. Probably only a relatively 
few school officials are either interested in 
or familiar with the technical procedures 
involved in rate determination. However, 
practically all school officials are inter- 
ested in minimizing premium outlay, and 
it is for this reason that school officials 
are likely to examine and study this 
pamphlet. 


In contrast to the manual, this pamphlet 
considers school insurance on a state-wide 
basis and discusses the subject in terms of 
past experience rather than in terms of 
recommended practice. In fact, no effort 
is made to compare or to evaluate the 
relative merits or costs of privately-man- 
aged and state-sponsored fire insurance 
programs as they apply to schools. These 
omissions are deliberate. It is pointed out 
in the foreword to the pamphlet that these 
two types of programs are operated on 
different bases, and anyone attempting to 
make an evaluation “should give due re- 
gard to certain factors not expressly con- 
sidered in this study.” Another difference 
between the two pamphlets is that the 
later one considers only one area of cover- 
age—that of fire insurance on all school 
districts. Obviously, a study of this nature 
will have greatest appeal to the school 
official who considers himself a student of 
insurance. 

The study is divided into three major 
parts. Part I summarizes briefly some of 
the other studies in the field of school in- 
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surance and discusses the development 
and scope of the study. The uniqueness 
of this particular study is that it develops 
data on a state-wide basis. This has only 
been possible since 1947, at which time a 
standard fire classification entitled “Edu- 
cational Institutions (Public and Private ) 
including Libraries, Museums, and Aux- 
iliary Buildings on Premises” was estab- 
lished. Part II consists essentially of eleven 
tables showing premiums, losses, and loss 
ratios by States for the period 1948-52. 
Many different combinations are possible. 
For example, under the 1947 Standard 
C] :<sification Plan, there are six different 
groups of school buildings: buildings are 
grouped according to the three major 
types of construction and each of these 
groups is reported separately for protected 
and non-protected areas. Furthermore, the 
data are broken down by type of issuer. 
Part III provides a summary of each of 
the five state-operated school insurance 
programs. Material covered includes his- 
tory, administration, coverage, rates and 
rating, reinsurance, income, losses, and 
costs. In other words, each summary pre- 
sents historical information, analyses of 
operations, and financial status as of 1952 
or 1953, whichever is appropriate. 


During the period under review, it is 
reported that schools paid about $29 mil- 
lion a year in fire insurance premiums, 
and that the average annual fire loss was 
about $10 million a year. Loss ratios 
varied considerably among states and dif- 
ferent types of buildings. The author 
states that “if the data for these five years 
indicate a pattern or trend, it may be de- 
sirable to review or revise the rating 
schedules.” The high loss ratios in some 
of the States suggest that school officials 
should place more emphasis on school fire 
safety. 

No attempt will be made to review in 
any detail the history and operation of 
state-operated school insurance programs. 
Suffice to mention that the five states hav- 


ing state-operated insurance programs 
that include public elementary and sec- 
ondary schools are Alabama, North Caro- 
lina, North Dakota, South Carolina, and 
Wisconsin. North Carolina is the only 
program that is limited to such property, 
the other programs include additional 
public property. With respect to com- 
pulsory participation, only South Carolina 
requires it. Alabama and North Dakota 
require participation of many of the school 
districts and make it optional for others. 
In the other two states coverage is op- 
tional. The state-operated programs are 
supported by premiums paid by local 
units on properties insured. Reinsurance 
authorizations and fund reserves are es- 
sential parts of the programs. Rating is 
accomplished either through State or re- 
gional rating bureaus or by their own staff 
members. As a general rule, rates tend to 
be based on a percentage of bureau rates. 
Sixty per cent of bureau rates was the 
most frequently stated percentage. 

School officials will probably be more 
interested in state-operated programs in 
the future. Teachers of insurance should 
become familiar with such programs, for 
professors of education and others are 
likely to seek counsel from this group. 
This pamphlet is recommended for those 
persons who desire concise summaries of 
vital information on state-operated school 
insurance programs. 


AMERICAN CHIMNEY SWEEPS. AN 
HISTORICAL ACCOUNT OF A ONCE 
IMPORTANT TRADE. By George Lewis 
Phillips. The Past Times Press, Trenton, 
New Jersey, 1957. 100 pages, illustrated. 
$4.00. 


Reviewer: Orange A. Smalley, Associate 
Professor of Marketing, Loyola University, 
Chicago, Illinois. 


This is a brief but intriguing account of 
that obscure and nearly forgotten trade, 
chimney sweeping, as it flourished and 
waned in the United States. Professor 
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Phillips, who has devoted many years to 
investigating the subject here and abroad, 
brings both scholarship and sensitivity to 
his work. Combined with a somewhat 
old-fashioned style, which is charmingly 
appropriate, and a mild sense of indigna- 
tion concerning the shameful conditions of 
life and labor under which the sweepboys 
existed, the result is a book which should 
be of interest and use to students of Amer- 
ican life. 


According to the author several factors 
contributed to make chimney sweeping in 
the United States a more chaotic and less 
efficient trade than its counterpart in Eng- 
land and Western Europe. Foremost 
among these were the physical layout of 
early American settlements—with houses 
huddled together for protection against 
hostile Indians—and the widespread use 
of the highly combustible products of 
surrounding forests for houses, roofing, 
and chimnéy linings. Equally important 
as causes were the relative scarcity of 
labor, the importation of Negro slaves, 
and the absence of trade and guild restric- 
tions to entry. While the need for mutual 
protection against the outbreak of mass 
conflagration due to sparks from fouled 
flues was apparent, the social stigma at- 
tached to the occupation of chimney 
sweeping, brought to the colonies from 
England, was even stronger. These fac- 
tors, combined with more attractive occu- 
pational alternatives, limited the number 
of white men willing to perform the func- 
tion. Curiously, the interaction of these 
elements failed to significantly raise the 
money rates of such labor. The intruding 
element, if Professor Phillips is correct, 
was the availability of Negroes, slaves and 
freemen alike, for the work. These were 
pressed into service by their masters or 
the force of economic circumstance until 
even after emancipation chimney sweep- 
ing became identified, particularly in the 
South and along the Atlantic seaboard, 
with Negro labor. Thus it became a Negro 


monopoly, unsought by its practitioners. 
Poorly paid, inadequately trained, loosely 
supervised, chimney sweeps provided a 
generally indifferent and _ irresponsible 
service which only heightened the public’s 
scorn for them. 


Professor Phillips describes the brutaliz- 
ing and degrading conditions under which 
the sweeps worked with an air of gentle 
reproach. In the wide, crude chimneys 
and flues of the early single-storied houses 
the work of the sweep was dirty but not 
particularly dangerous. But with the con- 
struction of multi-storied buildings and 
such refinements as the Franklin stove, 
flues became narrower and more acutely 
angled. This effectively prohibited a 
grown man from ascending them, scrap- 
ing and brushing as he worked his way 
upward. In England and the United 
States, therefore, the Italian “innovation” 
of using small boys for this work was 
quickly adopted. Underdeveloped young- 
sters, slaves and apprentices, performed 
these filthy tasks, customarily driven by 
master-sweeps made callous by nature, by 
the degraded status of their occupation, or 
both. For the sweepboys there was the 
daily chance of violent death or crippling 
injury from falls, fire, or asphyxiation. 
There was the eyen greater probability of 
a less dramatic but no less painful end 
from tuberculosis. Skin cancer, particu- 
larly that of the scrotum, was a regular 
occupational hazard. This danger would 
have been greatly reduced had the sweep- 
boys been able to wash regularly with 
soap and hot water, but they lived con- 
tinuously in a world where cleanliness was 
as much a luxury for them as were warm 
food, sufficient clothing, and kind treat- 
ment. That they retained any zest for 
living, any sense of gaiety, is astonishing. 
Yet the author documents his claims that 
this was so amply and in detail. 


The persistence of these conditions over 
so long a time reflects little credit upon 
the public conscience of America, how- 
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ever. Even in an era characterized by 
indignation stimulated by the revelations 
of business malpractice, civic corruption, 
and the blighted lives of poor agrarians 
and stockyards workers, no real voice ever 
raised in the United States to protest the 
lot of the chimney sweep. This was in 
marked contrast to the English case where 
the public conscience was pricked by the 
efforts of reformers, and where, even be- 
fore the advent of central heating virtually 
ended the trade, legislation and more ef- 
fective supervision brought to an end all 
but the mildest abuses. 

While Professor Phillips does describe 
the efforts of various communities to pro- 
vide chimney sweeping services and de- 


lineates the different methods used by 
public bodies to insure that the function 
would be performed, the reader is a little 
disappointed that this material is not 
covered at greater length and in a some- 
what different manner. The same is true 
for the analysis of the role of mechanical 
invention, although the author has pro- 
vided some useful material. It is possible 
that the magnitude of publication costs is 
chiefly responsible for this since the gen- 
eral tone of the work indicates that the 
writer was fully competent to treat these 
matters in greater detail. It is also un- 
fortunate that no index is provided, al- 
though in a book this brief such is not a 
disastrous omission. 








AAUTI SUMMARIES OF STUDIES AND RESEARCH 
IN INSURANCE 


Hardbeck, George W. (1958) 
Programs for Meeting Risk Problems 


UNION-MANAGEMENT HEALTH AND WELFARE PROGRAMS SINCE 
1945. By George W. Hardbeck. Unpublished Ph.D. dissertation, University of 


Illinois, 1958. 232 pages. 


Purposes: To investigate and analyze the effects of union-management health and 
welfare plans on the employer, the employee, and society. The ultimate object was to 
ascertain how far these plans should be relied upon to meet the risk of non-job-con- 
nected deaths and disabilities. 

Materials and Methods: Primary emphasis was placed on source material in cur- 
rent publications such as the Monthly Labor Review, Labor Law Journal, Social Secur- 
ity Bulletin, and Personnel Journal; the Senate’s hearings on “Health and Welfare 
Plans;” and upon information obtained from case studies of specific health and welfare 
plans of particular unions and companies. The size of organizations studied varied from 
large to small. 

Facts Presented: (1) The basic factors that should be considered by management 
and labor in establishing a health and welfare program; (2) the economic and social 
factors that have contributed to the recent growth of health and welfare plans; (3) 
the types and present magnitude of collectively-bargained plans, and the experience 
with these plans; (4) the effects of health and welfare plans in terms of their eco- 
nomic and social implications for the employer, employees, and society; and (5) the 
probable effects of health and welfare plans on absenteeism, turnover, wages, hiring 
practices, medical care, consumer purchasing power, and industrial relations. 

Conclusions and Recommendations: One of the most important factors in the recent 
phenomenal growth of health and welfare plans is the human desire for more security. 
Other important factors are (1) congressional failure to enact public health insurance, 
(2) inadequacy of health and welfare benefits under existing governmental programs, 
(3) Federal tax policy toward employers contributing to private welfare programs, (4) 
wage stabilization policies concerning private welfare programs, (5) court decisions 
and N.L.R.B. rulings on health and welfare plans, and (6) collective bargaining matur- 
ity. Certain employers established health and welfare plans with given goals or objec- 
tives for the plans: to reduce turnover, recruit better employees, etc. Yet many employers 
have not ascertained whether the plans have achieved their objectives and do not 
know if they have benefited from the plans. Employees are obtaining benefits at a 
lower cost than they would have incurred as individuals purchasing like protection. 
It is concluded that union and management are usually the appropriate parties to 
provide health and welfare laws; but there should be Federal regulation of welfare 
plans, as it would be beneficial to all parties concerned. It also is recommended that 
the Federal government give some employers financial assistance to operate their wel- 
fare programs because the cost is in some cases almost prohibitive. 
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Randolph, Robert Lee (1958) 
Programs for Meeting Risk Problems 


SOME ECONOMIC AND FINANCIAL IMPLICATIONS OF THE 1950-1958 
AMENDMENTS TO THE FEDERAL OLD-AGE AND SURVIVORS INSUR- 
ANCE PROGRAM. By Robert Lee Randolph. Unpublished Ph.D. dissertation, 


University of Illinois, 1958. 130 pages. 


Purposes: To gain an estimate of the initial effect of the finances of the old-age and 
survivor's insurance program on consumption. 

Materials and Methods: Examination and analysis of published data by the Social 
Security Administration and other governmental agencies. 

Facts Presented: A brief examination is made of the historical evolution of OASI, 
of the elements which distinguish the OASI approach from other public and private 
programs which are concerned with the same or similar risks, and of the differences 
between the present OASI financing provisions and alternative methods which have 
been proposed. Under OASI financing, a portion of the flow of income is diverted and 
transferred as benefit payments to other individuals or as additions to the OASI Trust 
Fund. This may be directly, as in the case of the employee’s contribution, or indirectly, 
either through lower wages or higher prices, depending on whether the employer's 
contribution is shifted forward or backward. The initial effect on consumption for a 
given year (1956), computed by income class, is estimated by making certain general 
assumptions regarding the impact of contributions and benefits on spending, i.e., the 
marginal propensities of contributors and beneficiaries to consume. 

Conclusions and Recommendations: It is apparent that the income class distribu- 
tion and consumption propensities differ in such a way that the program was only 
slightly deflationary in 1956. Most of the benefits are received by persons in the 
$3,000 and below income classes; whereas most contributions are ultimately paid by 
persons in income classes above $3,000. In a year when OASI financial operations are 
in closer balance (aggregate contributions and benefits more nearly equal), we may 
expect that the net increase in consumption caused by income transfers from those who 
ultimately bear the burden of the contributions to beneficiaries will outweigh the net 
subtraction from consumption represented by the allocation of OASI program receipts 
to the OASI Trust Fund. Assuming high-employment conditions, the program is 
likely to be inflationary in the future. Adoption of either pay-as-you-go or level- 
premium financing will not lessen this tendency, and their effects will not be as anti- 
cyclical in a depression period as those of the financing method presently used. 
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Schuba, Kenneth F. (1955) 
Programs for Meeting Risk Problems 


ACCOUNTING ASPECTS OF PROPERTY SELF-INSURANCE. By Kenneth 
F. Schuba. Unpublished M.A. thesis, University of Illinois, 1955. 101 pages. 


Purposes: Presentation of the accounting problems of self-insurance programs and 
an analysis of possible solutions to these problems. 

Materials and Methods: Research in the literature published on the subject. 

Facts Presented: (1) General concepts of self-insurance; (2) determination of 
probability of losses; (3) accounting for property losses; and (4) accounting for self- 
insurance reserves. 

Conclusions and Recommendations: Self-insured losses occurring regularly generally 
are charged to current operations; those not regularly occurring can, theoretically, be 
charged to current operations on an estimated basis before they are incurred. This latter 
method is not considered practical. The treatment proposed is to establish a funded self- 
insurance reserve for losses not regular in time and amount. This reserve would be 
shown as a segregation of retained earnings in the stockholders’ investment section of 
the balance sheet and as such would not affect the determination of the current year’s 
income. Transfers from retained earnings to the reserve would be made annually on an 
actuarial basis, adjusted for price level changes. Actual losses would be prorated over 
the actual useful lives of the assets destroyed by charging current income and a “cor- 
rection of prior years’ profit” account with appropriate amounts of the losses. Purchase 
of replacement assets would be made from the self-insurance fund, with an amount 
equal to the cost of the replacement assets being transferred from the self-insurance 
reserve to retained earnings. The “correction of prior years’ profit” account would be 
shown as an extraordinary item in the earnings statement. 
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Loewecke, Donald William (1954) 
Investment Management 


THE ROLE OF LIFE INSURANCE COMPANIES IN THE DIRECT PLACE- 
MENT OF SECURITIES. By Donald William Loewecke. Unpublished M.A. 
thesis, University of Illinois, 1954. 183 pages. 


Purposes: To determine the role played by life insurance companies in the direct 
placement of securities; to explore the implications of the near-monopoly position of 
the life insurance industry in private placement financing. 

Materials and Methods: Interpreted and developed data from 1953 Yearbook of 
Private Placement Financing by E. V. Hale; also from Privately-Placed Securities—Cost 
of Flotation (1952), published by Securities and Exchange Commission. Also studied 
various other books, governmental publications, and journal articles on business and 
finance. The historical method was used to some extent in tracing the history of direct 
placement from 1900 to the present time, although the deductive method proved more 
valuable. The definitional method was also used. 

Facts Presented: (1) Direct placements represented by stocks, debentures, bonds, 
and notes; (2) the percentage of corporate offerings privately placed; (3) the scope of 
the operations, assets, income, and investments of life insurance companies; (4) total 
direct placements for 1952; (5) direct placement of government, railroad, public 
utility, industrial, and finance and small loan company issues; (6) the proportion of 
direct placements held by large life insurance companies; (7) concentration of assets 
in single issues; (8) total direct placements handled by intermediaries (1952); (9) 
direct placements of public utilities and industrials handled by intermediaries; and 
(10) costs of flotation for public offerings and private placements compared. 

Conclusions and Recommendations: (1) In 1947 life insurance companies pur- 
chased 93 per cent of all direct placements. By 1952 this figure had declined to 80 
per cent. The problem of domination of direct placement by life insurance companies 
is working itself out. (2) The existence of a situation of oligopoly in the life insurance 
business has not dulled competition. (3) Unless a small firm is well-known in the 
security market it will have trouble floating issues. (4) The loss of underwriting busi- 
ness by investment banking firms is not to be attributed solely to direct placement, 
although direct placement has been a factor. (5) The huge pool of life insurance funds 
should find an increasing outlet in common stocks. (6) Even apart from the growth 
of direct placement, the small investor has been forced to buy poorer securities be- 
cause of various social and economic changes, including higher income tax rates. All 
private placements should not be registered with the Securities and Exchange Com- 
mission because life insurance companies do not need the protection afforded by the 
Securities Act of 1933. Control over life companies should remain with the states and 
not be extended to the Federal government. 
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A STUDY TO SOLVE THE PROBLEMS OF THE FINANCIALLY IRRE- 
SPONSIBLE MOTORISTS IN COSTA RICA. By Jose A. Chacon. Unpublished 
Master’s thesis, Boston University, 1958. 182 pages. 


Purposes: To reach a reasonable solution to the problem of the financially irresponsi- 
ble motorist in Costa Rica, a problem for which no legislation has been passed. 

Materials and Methods: Books, newspapers, periodicals, and publications of gov- 
ernment agencies and departments (Costa Rica); and personal interviews. 

Facts Presented: A detailed analysis was made of different methods used in the 
United States and Canada to handle the problem of the uninsured motorist. An exten- 
sive study was conducted of the operation of compulsory automobile liability systems 
in the United States. 

Conclusions and Recommendations: From 1946 to 1956 the number of automo- 
biles in Costa Rica is estimated to have increased 432 per cent. Although the insur- 
ance business has been nationalized since 1924, there is no protection for victims of 
automobile accidents except legal recourse under the law of negligence. It is import- 
ant that a program involving the following features be enacted to solve this problem: 
(1) enact compulsory automobile liability insurance along the lines adopted by New 
York; (2) provide for an unsatisfied judgment fund; (3) have an impoundment law; (4) 
introduce the point system (a record of unsatisfactory performance of each car 
owner); (5) pass and enforce a program of traffic accident prevention, including stricter 
licensing requirements and safety education; and (6) revise the form of the Costa 
Rican automobile policy to bring it more nearly into line with the form used in the 


United States. 








BLACK 
LIFE INSURANCE 


TEXTS FIFTH EDITION Solomon S. Huebner 
Kenneth Black, Jr. 


A well-known book, now up-to-date, this text is a com- 
plete revision with approximately 45% of the text 
having been rewritten. Material has been added on the 
method of reserve valuation as well as on grading 
premiums by the size of policy. The chapters on sur- 


Exo render values and surplus and its distribution have been 
AX completely rewritten. Discussion of group insurance in- 





cluding all forms of group insurance (such as group 
Health Insurance) is treated simply and directly. While 
the emphasis throughout the text is on fundamentals, it 


INSURANCE SERIES conveys the principles upon which the life insurance 
busi i ted. 599 . $6.50 
Kenneth Black Jr., Editor rer ere a 














PROPERTY INSURANCE 


«FOURTH EDITION Solomon 5. Huebner 
Kenneth Black, Jr. 


A thorough revision of a standard text, the previous revision of which 
was published in 1938. The book. a third of which is new, takes into 
consideration the tremendous changes that have come about in the 
field of property insurance during the past twenty years. Greater 
space than heretofore is given to Inland Marine Insurance, and a 
new chapter on Aviation Insurance has been introduced. Throughout 
the text emphasis is placed on principles and basic concepts, and 


great care ha; been taken to keep the presentation simple and non- 
technical. 548 pages. $5.50 APPLETON 
CENTURY 
CROFTS 


INC. 


35 West 32nd Street New York 1, New York 
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PROCEEDINGS 


The Secretary has a limited number 
of Volumes 4-20 of this Journal 
available while they last for 25c each 


Order the Copies you wish. Those avail- 
able will be sent together with a statement. 














May be obtained ON APPROVAL! 


* Loose Leaf Service 
W a BEL : * Revised Twice A Year 
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* Always Up To Date 


HANDY REFERENCE GUIDE 
FOR NEW YORK STATE AND CPCU EXAMS 


MR. WERBEL received the 1951 AWARD 


given by the Brooklyn Insurance Brokers 
Association for outstanding service ren- 'Y | C 


dered in the field of insurance education. 





COST $15 221 Hempstead Tpke., 
W. Hempstead L.!., N.Y. 
Each Semi-annval Revision $5.75 IVanhoe 1-8484 
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Life Insurance Rates Reduced! 








TIAA 











TIAA continues to be the outstanding 
life insurance value for educators. 


FOR EXAMPLE: 

A premium of $11.40 a month buys $20,000 of 10-Year 
Term insurance for a man 33 years of age. The net premium, 
after annual dividends, averages only $7.16 monthly for 
this $20,000 policy, based upon TIAA’s 1958 dividend scale. 


Dividends, of course, are not guaranteed. 


Any staff member of a college, university or private school is 
eligible to apply for the many low-cost plans available. 


Ask for a supply of the new Life Insurance Guide for your staff. 


TEACHERS INSURANCE AND ANNUITY ASSOCIATION 


522 FIFTH AVENUE + NEW YORK 36, N. Y. 
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A NEW GENERAL INSURANCE TEXTBOOK ... 


PROPERTY AND CASUALTY INSURANCE 
1958 Edition now ready—By Philip Gordis 


Covers all branches of the business except life insurance. Explains 
clearly and simply the purposes of the policy and the needs for the 
coverage—what the provisions mean, ard why they are necessary; 
exactly what the policy covers, and how losses will be paid, with 
examples whenever necessary. 

Philip Gordis learned how to write this book through many years 
of practical insurance work in the toughest competitive market in 
the country; through constant study and, most of all, from the thou- 
sands of students who have studied under him to prepare for the 
New York state license examinations for agents and brokers. All 
information is checked against laws, rules and regulations of ALL 
STATES, and variations noted. 

This is really seven books in one: Fire and Allied Lines, Inland and 
Ocean Marine, Crime Coverages, Fidelity and Surety Bonds, Liability 
Insurance, Automobile, and Other Classes of Insurance. 


Cloth bound, 529 pages, 6” x 9” $7.50 
A NEW AGENCY MANAGEMENT HANDBOOK ... 


STEP BY STEP 


An Office Manual for Insurance Agencies, by Richard J. 
Layton 

Written for agents from an agent’s point of view, this book gives 
practical solutions on how to cut the seemingly endless detail in local 
agency operations. For students not yet in business, a valuable 
guide as to what must be done, and how to do it. 

It is an Office Manual for local insurance agencies, written in plain 
everyday terms without the frills and superfluous material which 
usually clutter an office management textbook. Every step of re- 
cording a policy is discussed in detail along with numerous brand new 
ideas in agency office systems. Large size illustrations of suggested 
forms are plentiful throughout the book. 

Known throughout the country as an authority on agency manage- 
ment, Mr. Layton has lectured on the subject at dozens of “short 
course” insurance schools (7 consecutive years at the Advanced 
Agency Management School at the University of Connecticut), and 
has given similar lectures before nearly every state association in 


the country. 
Cloth bound, 84 pages, 844" x 11” $2.50 
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1142 N. Meridian Street Indianapolis 6, Indiana 
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GUIDE T0 
ACCIDENT & SICKNESS INSURANCE 


Revised Edition, 1959 
by R. W. OSLER, The Rough Notes Co. 
Co-a Life =f 


ui a 
Elizur Wright Award winner ) 
(New chapter organization; several rewritten chapters; a unique 
new chante on programming A&S benefits; all discussions and 
statistics brought up-to-date. ) 


Supplementary text for “Principles” or the basic “Life” 
course. Collateral reading for cs. A brief text 
covering basic principles, policy construction, contractual 
poisons, underwriting, rating, reserves, uses. Care- 
lly indexed. Questions and problems after each chap- 
ter. Grader’s guide available. 
168 pp. Hard bound: $3. Soft-bound: $2.50 


CONTENTS: Economic Importance; Policy Ingredients; Classes; Nature of 
Benefits; Policy Provisions; Uniform Provisions; A lication ; Underwrit- 
ing, Rating, Reserves; Claim Procedures; Planning Needs; State, Social, 
Cooperative Coverages; Regulation; History and Development; Glossary of 


GUIDE TO LIFE INSURANCE 


3rd Edition 
by R. W. OSLER, The Rough Notes Co. 
and C. C. ROBINSON 


Supplementary text for “Principles” course. Condensed 

erence for “Life” or advanced life courses. Collateral 
reading for Economics. 
An up-to-the-minute authority in concise, rapid rea 
style. Invaluable for supplemen assignment and col- 
lateral reading. Unequaled range of material in one book. 
Perfectly organized. High-interest reading. Questions and 
problems after each chapter. Grader’s guide available. 

207 pp. Cloth bound: $2.50 


CONTENTS: Cost Factors; Policies and Us %; Industrial-Group- 
Wholesale, Etc.; Policy Provisions; T Companies; Govt. Pension 
Plans; Uses of Life Insurance; The Industry. 








THE INSURANCE SALESMAN 


Monthly Life — A & S Journal 
R. W. OSLER, Editor 


Published by The Rough Notes Co. 
Largest of all the Life and A & S business journals, 
with almost twice as many subscribers as any other 
journal in its field requiring direct payment of sub- 
scriptions. Gives student practical view of the Life 
Insurance business, acquaints him with current prob- 
lems and trends. 


Annual subscription rate: $3. 


THE ROUGH NOTES COMPANY, INC. 


Insurance Publishers Since 1878 





( 109 ) 








New York Life 


PRESENTS 


Visual Aids for 
College Classes 


3 motion pictures produced especially 
for use by Insurance teachers. 






















TAILOR-MADE DOLLARS 


classroom edition 





A realistic narrative explaining the operation 
of a Planned Security Program 


Running time: 40 minutes—16 mm. sound film 





STRICTLY BUSINESS 


classroom edition 
A personalized story describing business insurance 
and what it can mean to a partners..ip 


Running time: 40 minutes—16 mm. sound film 








<< 
FROM EVERY MOUNTAINSIDE 


an institutional flim—in Technicotor 









A comprehensive view of life insurance at work—for 
the individual, his family and the national economy. 


Running time: 30 minutes—16 mm. & 35 mm. sound fiim 








Mr. Robert P. Stieglitz, C.L.U. 
Assistant Vice President in charge of College Relations 
New York Life Insurance Company 
51 Madison Avenue, New York 10, N. Y. 











Grom the McGraw-Hill Insurance Series 


PENSIONS 


¥ AMES A. HAMILTON and DORRANCE C. BRONSON, both 
Wyatt Co., Washington, D.C. 410 pages, $2.00 


A text and reference book on the practical lication of pension plans. 
It is written in nontechnical > Galea tn etedante’ won 
little or no actuarial benefits of plans are 


covered, as well as their essential provisions, cost, various methods 
of organization. A discussion of such topics as Deposit-Administration 
Group Annuities; Negotiated Pension Plans; and Trends are included. 


MULTIPLE-LINE INSURANCE 


By G. F. MICHELBACHER, President, Great American Indem- 
nity Co. 643 pages, $8.75 


The most authoritative text and reference on the non-life insurance field. 
Covers such recent developments as rating problems; 2p open regu- 
lation; and the broadening of the field of casualty and fire and marine 
insurers to the writing of multiple-line insurance. 


LIFE INSURANCE 


By JOSEPH B. MACLEAN, formerly with the Mutual Life Insur- 
ance Co. of N.Y. New Eighth Edition. 675 pages, $6.75 


With much of the technical material simplified and condensed in this 
revised edition, the author describes and explains the principles of life 
insurance and the practical procedures followed in furnishing it. All 
forms of insurance and all types of carriers are covered. It has been a 
standard text in its field for 30 years. 


ESSENTIALS OF INSURANCE LAW 
By EDWIN W. PATTERSON, Columbia University Law School. 
New Second Edition. 539 pages, $7.75 


A thorough revision of a distinguished text for students and teachers in 
business schools. With a minimum of legal e, it aims to present 
the essentials of insurance law in its relations wi e insurance business. 
The major legal problems of the insurance a are discussed, with a 
ae ana survey of governmental regulation of insurers, agents, and 
rokers. 


SEND FOR COPIES ON APPROVAL 


Melrawu-Will 
BOOK COMPANY, INC. 


330 WEST 42ND STREET NEW YORK 36, N. Y. 
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MODERN LIFE INSURANCE, Revised Edition 
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**..a comprehensive description of the 
inland marine and transportation insurance coverages.” 


—The W eekly Underwriter (June 1958) 


The Second Edition of 
William H. Rodda’s award winning” 


Inland Marine and 
Transportation Insurance 


With this text, students full insight into one of 
ring fel clas te Wen Scans ferienen 
acet of inland marine 


the common and the “are op 
erty in motion.” 
In terms easily undera 


= imsurance ee wc cid eas the the 


the fastest growin 


ig k jgperscad aa 
“aa to mgr mos such as fire, casualty, and 
ocean marine insurance. 
Among itr other outstanding frture, this book: 
* Stresses the theory of insuring property in transit 
Contains ded materials on coverage for retail 
"merchants 2 alr a 9 
thorous)ily all the basic principles of rating 
coverage 
* Be tad docomes Gandeee Ge of 
e 
pes umen Far nal 


+ The fit etn won the Eliaur Wright Insurance 
Literature Award 
594 pp. Published in 1058 Text price $6.50 





To receive an approval copy promptly, write: Box 908 
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